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CHAPTER I 

INTRODUCTORY SURVEY 

The subject of Banking which we propose to deal with 
in this volume is but a department of the great Science of 
Economics. But, it has assumed such vast importance in 
the present day economic oigamsation of the world that it 
claims our special attention. In fact, the industrial and 
commercial development of a country depends, these days, 
largely upon the efficiency of its banking organisation. 

MEANING 

The word banking has been used to denote a certain 
kind of trading in money. It consists of principally the 
exchanging of money • the lending of money ; the depositing 
of money ; and the transmitting of money. In most coun- 
/ tries, these activities seem to have taken their rise in tin's 
very order. In our own country, during Vcdic period, indi- 
genous bankers exchanged the coins of one sovereign for 
that of another and also those of gold for silver and vice verger. 
Simultaneously, they lent money to the needy both on the 
basis of interest and without it. Later on, .perhaps much 
before the time of Manu, they had begun receiving deposits 
and finally undertaking remittance business. In England 
also, Edward III appointed in l Ml Royal exchangers with 
the exclusive privilege of giving newly coined golcl nobles, 
half nobles and farthing nobles for silver currency, and vice 
versa at fixed rates which yielded them a piofit of per 
cent on every transaction. They were also empowered to 
give the current coins of the kingdom in exchange for foreign 
coins and vice versa according to a table which bung up m 
their office for public inspection. In the profits made by 
these operations the king too had a certain share. There is a. 
record of the lending business as well in that country even 
in the days of Edward, the Confessor. The Jews and the 
Lombards, gradually became the principal money-lenders 
in the kingdom; and when they were driven out, goldsmith 
bankers had begun undertaking this business. Deposit busi- 
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ness began there only after 1640. Till then, people 
their money with the Exchequer, but in this year , ' 

I passed a confiscation order. This was no doubt wit 
later on, but the prestige of Royal honour having g » 
be deposited with the goldsmiths, instead 
Transmission of money was, nrst 


money began to be 

of with the Exchequer, - j - 

of all, effected by sending the coins through messeng 
Later on, it was accomplished by bills of exchange whic 1 
began to be purchased and sold by merchants and hnaiiy 
bankers. At present, banking denotes all these actixuties ana 
certain others which we shall deal subsequently. 


origin , 

From the above discussion, it is obvious that banking 
business of one sort or the other was carried on in India 
even in ancient times. The French writer Revilpout held 
that there were banks and bank notes in Babylon in 600 B.C. 
The word seems to have been, however, used first of all in 
Italy in the middle ages with the foundation of the Bank of 
Venice. There were at this time a number of city states in 
that country and they fought with one another It so 
happened that in 1171, the authorities of the State of Venice 
were involved in a serious financial difficulty due to their 
being engaged in a deadly war. The Great Council, not 
finding any other remedy, ordered a forced loan of one per 
cent of the property of every citizen at an interest of 5 per 
cent per annum. Commissioners were appointed to manage 
the payment of the interest to the fund-holders and the 
transfer of the stock. The most usual name for such a loan 
in Italian language is monte meaning a joint stock fund. At 
this period the Germans were the masters of a great part of 
Italy, and hence its German equivalent banch came to be 
used as well in that country. By and by, it was Italianised 
into banco , frenebised into banhe and finally anglicised into 
bank. English writers even in the seventeenth century used 
the word banke as is evident from the writings of Benbrigge 
who in 1646 mentioned of “The Three Bankes of Venice" 
meaning thereby the three public loans of that place. Later 
on, there appeared several banks in different cities of Italy 
under the same circumstances. We had the Bank of Milan, 
the Bank of Florence, the Bank of St. George at Genoa, etc. 
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In the time of Cromwell, proposals were made in England 
also to found a bank exactly under the same conditions but 
as we shall see m the next chapter they did not materialise 
before 1694, in which year the Bank of England was formed 
in, a similar manner, of a company of persons who advanced 
a sum of money to G° vernm ent, and received an annuity 
in exchange for it. 

There is supposed to be another derivation of the word 
as well. According to this, it has been suggested that it 
comes from the Italian word banco meaning a bench 
■or table because the money-changers kept their money- 
heaped on benches and tables. But Macleod, in his book 
Theory and Practice of Banking, ridicules the idea. He says 
therein. “NevertheJ ess > there can be no possible doubt 
that thi's derivation is a pure delusion, for the money 
changers, as such \Vere never called benchieri in the Middle 
Ages . He also quotes several authorities in his support. 
Finally, he. remarks; “There is no doubt whatever that 
■these learned authors are perfectly correct and the true 
original meaning of a banco is a heap^or mound and this 
word was metaphorically applied to signify a common fund, 
or joint stock, formed by the contribution of a multitude of 
persons". 

DEFINITION 

In spite of the many definitions 1 of the word bank 
or banker, it, is rather curious that none is so satisfactory 

1 Definitions by emi nen t authorities on the subject : — 

(1) The word bank expresses the business which consists in 
effecting, on. account of others receipts and payments,, buying, and 
selling either money of gold and silver or letters of exchange and 
drafts/ public securities and shares in industrial enterprises— in 

a word all the obligations whose creation has resulted from the 

use of credit on the pa ft of states and societies and individuals — 
Gautier. \ 

(2) No one and nobody corporate and otherwise can be a 
banker who does not (0 ta ke deposit accounts, (ii) take current 
accounts, (tit) issue and pay cheques drawn upon himself, (tv) 
collect cheques crossed and uncrossed for his customers — and, it 
might be said that even if all the above functions are performed 
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a.s to be universally accepted for the obvious reason that 
diverse activities come within the orbit of the business of 
banking. In most countries, it is carried on under duly 
codified legislation, and there is no doubt regarding the 
legal concept of the word, though all persons and institu- 
tions doing this business do not come under the grip. In 
our own country, the definition of a banking company 
has been given in Section 277 2 of the Indian Companies 
Act, 1936, but as has been pointed out by the authorities of 
the Reserve Bank of India, there are a large number of 
non-scheduled banks operating in British India which 
claim that they are not banks within the meaning of this 
Section and hence do not submit the prescribed 3 cash re- 
serve returns. It was on this account that the following 

by a person or body corporate, he or it may not be a banker or 
bank unless he fulfils the following conditions : (i) banking is 
his or its known occupation, (ti) he or it must profess to be a 
banker or bank and the public take him or it as such, (m) has an 
intention of earning by so doing, (iv) this business is not subsi- 
diary — John Pa get. 

(3) A banker or bank is a person, firm or company, having a 
place of business where credits are opened by the deposit or 
collection of money or currency subject to be paid or remitted 
upon draft, cheque or order or where money is advanced or loaned 
on stocks, bonds, bullion and bills of exchange, and promissory 
notes are received for discount and sale — Findlay Shirras. 

(4) Bank is an establishment which makes to individuals such 
advances of money or other means of payment as may be required 
and safely made and to which individuals entrust money or 
means of payment when not required by them for use — Kitiley. 

(5) A banker is one who, m the ordinary course of his business, 
honours cheques drawn upon him by persons from and for whom 
he receives money on current account — Dr. H. L. Hart. 

“See Appendix. 

3 According to the amendment of the Indian Companies Act, 
1936 since February, 1938, the Registrars of the Joint Stock Com- 
panies send to the Reserve Bank of India a copy of the cash- 
reserve return received by them from non-scheduled banks m 
pursuance of Sec. 277L of the Act under reference. 
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proviso was added to the section referred to above in 
1942 : — “Provided that any company which uses ns part of 
its name the word ‘bank' or ‘banking’ shall be deemed to be 
a banking company irrespective of whether its principal 
business is the acceptance of deposit on current account 
or otherwise. In the United States of America, a bank is a 
corporation holding a bank charter either from the Federal 
Government or a State Government. Jts functions have 
been well-defined and the conditions under which they can 
be exercised have been laid down by the Law. Inspectors 
have been appointed by the Government to see that these 
■conditions are strictly observed. But there are still many 
institutions which carry on banking activities of one soit or 
the other and do not conic under the pervasion of the law. 
In England, on the other hand, no such legal definition 
•exists. Gilbart quotes in his book fiom a speech delivered 
in the House of Commons in 1745 the following ; “What 
is it that we call a banker ? There is in this city a company 
•or corporation called goldsmiths, and most of those called 
bankers are of that corporation ,* but so far as I know there 
is not a company or corporation called bankers, nor has 
the business any description either by common law or by 
statute. By custom we call a man a banker who has an 
open shop with proper counters, servants, and books for 
receiving other peoples' money in order to keep it safe and 
return it upon demand ; and when any man has opened 
■such a shop, we call him a banker without enquiring whether 
any man has given him money to keep.” 'llie posi- 
tion has since then, much changed. Goldsmith bankers 
'have ceased to exist. Companies and corporations calling 
themselves banks have been formed. But it is true even to 
this day that the business has no description either by 
•common law'or by statute. Walter Leaf says, “There is, 
however, a fairly clear general notion. in England at least at 

the present time of what is meant by a bank ,,...But 

it is certain that if a definition of a bank were required to- 
day, it would be a different definition from any (hat would 
be accepted in another country, or that Avpuld have been 
'accepted in England' even a hundred years ago”. The de- 
finition as laid down by him is “A bank is a person or cor- 
poration which hol d s itself outJlojeceiye-Jrom The pub lic. 
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depositmoavable on _demand by_cheque”. Now, as he him- 
seK has remarked,' tnTTdocs not express more than one part 
of the business of a bank. But in fact, tins being a funda- 
mental part of the operation of a bank m England and other 
countries including India whose banking structure has been 
formed on the basics of that of England, it can be accepted' 
of the banks of these places at least for the present. But 
in other countries specially of the continent of Europe 
where the use of cheques is not so developed, a definition 
would rather be sought from some other operation. French 
writers in their definition of the word bank lay greater stress- 
upon the discounting of bills and the giving of monetary 
credits. 


There is one very important point which must never be 
lost sight of and it is that the modern banks do not dis- 
count bills and give monetary credits, only to the extent of 
the species received by way of deposits. In fact, they do 
not act merely as 'intermediaries between borrowers and 
lenders as is suggested by certain writers 4 and any de- 
finition which goes to convey this idea can be nothing but 
far from satisfactory. The goldsmiths of London who were- 
the earliest bankers of England, had found even in the 
earliest stage of their development that they could lend 
several times the cash actually received by them from their 
customers This is exactly what thq business of banking.- 
consists in, though some writers of greatest influence do not 
seem to have understood it. They v. ere against the creation 
of a credit larger than the species held by the banks. The 
Banks of Venice, Amsterdam and Hamburg issued papers- 
within this limit, and Mill said that substitution of paper 
for metallic currency was a national gain but any further 
increase of paper beyond this was but a -form of robbery'. 
A clear exposition of the practice of banking shows that* 
this is the usual practice followed these days and we 


4 A banker is a dealer in capital or more properly a dealer in' 
money. He is an intermediate party between the borrower and 
il ' ,c lender. He borrows of o D e party and lends to another ; and 
the difference between the terms at which he borrows and’ those 
at which he lends, forms the source of his profit”. Gdbart. 
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have got robbery and robbers rampant everywhere. It 
is said that the secret of banking lies in multiplying the 
available resources, “T he banke rs^— brain and ot hers* 
mone y" explains the whole situation. 

The way is not smooth enough even now. There are 
some more erroneous ideas which must also be clearly 
understood. First of all, it must be said that money-lending, 
though a principal function of a banker, does not in itself 
constitute banking, and money lenders as such are not 
bankers. To be so, they must also receive deposits as re- 
ceiving of deposits and lending of money both taken toge- 
ther go to make up banking business. Then, creation of 
credit which is an important function of a banker does not' 
-necessarily mean that he must also have note-issuing power. 
It was in reality this erroneous belief that checked the 
growth of joint banking for long in England. A? a clause 
in the Bank of England Charter Act of 1708 forbade the 
issue of notes to a body consisting of more than 6 persons 
except that of the Bank of England, and it was believed 
that no bank could perform essential banking functions 
without having _ this power, no joint stock bank was estab- 
lished in that country. It was only after 1838, when by a 
clause in the Bank of England Charter Act of that year, it 
was cleared that there was no restriction on the business of 
banking, provided notes were not issued, that the joint 
stock banks were started in London. They, then, developed 
what.is known as deposit banking and cheque habit which 
had already been introduced by private bankers, and the 
cheque currency is today much more important than the 
note currency. The establishment of joint stock banks 
in places outside London had already been taking place 
since 1826, when note-issuing business was allowed 
to .them provided they did not exercise this function 
in London and within an area of the radius of 65 miles 
thereof. 


CONCLUSION 

In conclusion we may say that the w j ord banking was • 
first used sometimes in the twelfth century, though the 
.'business had been in existence in one form or the other even 
in hoary antiquities. The first meaning assigned to it was 
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the creation of 3 joint stock fund. Receiving of deposits 
and lending of money which constitutes one of the principal 
functions of a banker these days was developed by the gold- 
smiths of London later on. But they did not act only as 
intermediaries between depositors and borrowers, as they 
granted credit of a much larger amount than what they 
actually received in cash. Cheque currency, though intro- 
duced by the goldsmith bankers, was developed by the joint 
stock banks of London to counteract the drawback due to 
the prohibition of note-issue business to them. It has since 
assumed so much importance that a definition of the word 
bank cannot be regarded as satisfactory if it does not lay 
emphasis on this form of currency'. But this is not required 
of its definition everywhere. It is so only as far as England 
and countries with their banking system based on that of it 
are concerned. From this, it is clear that any definition of 
the word bank cinnot be claimed to be generally appli- 
cable to the banking system of all the countries and of all 
times. 

TEST QUESTIONS 

1. What is the meaning of the word bank 7 Does it signify 
only the receiving and lending activities of the banks ? 

2. What do you think is the origin of the word bank ? Does 
it coincide with the beginnings of ,the business of banking 7 

3. Give a definition of the word bank. What are the 
difficulties which come in your way in framing a suitable 
definition ? 

4. Comment on the following • 

(a) ( A money-lender is not a'banker.” ' 

(b) “A banker is an intermediate party between the 

borrower and the lender.” 

(c) Banking business cannot be carried on without a 

power to issue notes.” 

id) "The sole business of a bank is to exchange! specie 
for paper and paper for specie.” 



CHAPTER II 

ENGLISH BANKING HISTORY AND 
DEVELOPMENT. 

As the banking system of most of the countries of the 
world and specially of India is based on the English Banking 
•system it is very necessary that we must go through its 
■history and development. 

> EARLY BEGINNINGS 

The seed of modern banking was planted in England by 
Ihe famous bankers of Lombardy when they settled in 
London at the place now known as Lombardy Street. They 
could not remain there for long due to the ever-increasing 
restriction^ which were placed on their activities by the 
•successive monarchs of the country. But as has. been said 
by Davar 1 “The Lombards left England, yet the legacy of 
trade including banking they left behind, enriched the 
country”. Banking in the modern sense of the word began 
there only after 1640 When goldsmiths had- begun receiving 
•deposits from the public due to the circumstances referred 
to in the previous chapter. They issued receipts promising 
to pay the value on demand, and utilised the deposits in 
various profitable ways. The money coined at that time 
was of unequal weight, and they having acuter perceptions 
with respect to the value of bullion in the coin than the 
public; naturally melted the heaviest of them for export. 
Besides, they lent it out at interest, and discounted the trade 
btlls of the merchants. Their resources soon brought 
them a richer clienteel. The Government of Cromwell and 
•of later monarchs approached them for regular accommo- 
dation. The business being lucrative, force of competition 
amongst themselves compelled them to offer higher interest 
with a view to attract more and more of deposits. Gra- 
dually, the receipts issued by them began to circulate as 
bank notes, and it was only a matter of time to issue them 
an convenient denominations. Goldsmith bankers also kept 
pass-books which were copied ouf everyday from their 


I See Law and Practice of Banking by S. R. Davar, page 2. 
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ledgers and could be occasionally called for comparison by 
the depositors who drew drafts on their basis to make 
payment to their creditors. In course of time, these drafts 
came to be printed for fixed amounts in blank and handed 
over to the depositors for signature and delivery to their 
creditors in pavment of debt. They may thus be regarded 
as parents of the blank cheque forms and cheque-books with 
which we are so familiar these days. The practice followed 
by goldsmiths was gradually adopted by the rich men of 
the neighbourhood— very otten the local brewers or cloth 
merchants whose names” stood high on the country-market. 
They, however, did not encourage the use of cheques so- 
much as that of the notes. In fact, the London goldsmiths 
first and the London joint stock banks afterwards laid 
greater stress upon the use of the cheques than upon that 
of the notes because of the special circumstances under 
which they had been placed. 

FORMATION OF THE BANK OF ENGLAND 

A mention was made in the first chapter of the fact 
that though the proposals for the foundation of a bank, 
of the Italian type had been made in England as early 
as in the days of Cromwell, they could not materialise- 
before the year 1694. Now, we shall look to the circum- 
stances which made it possible at this time. The acces- 
sion of William III to the throne of England introduced 
the system of parliamentary government and control over 
the national finances. This went a good deal forward 
to restore that confidence in the integrity of the state 
which had been lost because of the unscrupulous deeds of 
the misguided kings in the past and of which confiscation 
order issued by Charles I is only an instance. The demand 
of the Ministry for money was very great, and public 
opinion was in favour of meeting it. The result of all this 
was that the scheme of William Patterson for raising 
a loan of ^1,200,000 for the state by means of a public 
subscription was commended by the people and the bill 
embodying the provisions for the establishment of the Bank 
of England was passed and received the Royal assent on 
the —5th of April, 1694. The whole stock was taken up 
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within lb days of the notification. and the Mib'criber* 
formed a body corporate. The- bony — Bank of England — 
jent the whole "sum b* the Government at n per cent per 
annum and to tin*; urn*? nbo added a year for the 

explores of management. U was al u empowered to s-'suc* 
notes to this* extent. 

5iD>rjt!cnoN or Norr.-tM-rt: ursit. l.-s to oihkk 

' MMitMli ISsTt vn tUNa AND JO, l.tTl'CIS 
The Micecoi of the Bank of Engl usd which was pro- 
moted when thr Whigs wvrr Hi powr: induced thus rival 
Tories to make a similar experiment and they got a mev-ure 
p.vwd for t'-tabU-hmg a land hank. The project proved a 
total failure, but to prevent it’s recurn-nco, the Win"*, m 
17 to* provided the following in tin’ Bank of England Charter 
Act of that year: "ftwing the continuance of raid cor- 
poration of the Governor and Company of the Bank of 
England, ti shail not he lawful for anybody politic or corpor- 
ate whatsoever, created or to be cicatid (othe r than the sntd 
Governor and the Company of the Bank of England), or for 
any persons whatsoever, united or to be united in covenants 
Or partnership exceeding the number of mk m that part 
of Great Britain called England to borrow, owe or take up 
any mum or of money on then bdL or notes payable 
at demand or at a ii>v tmv: than six month* hum the 
borrowing thereof''. Tim. had the effect of ronfctrmtf, 
a monopoly of the i« sue of notes m London - anti its 
neighbourhood to the Bank of England in practice though 
not legally, No doubt, these notes were not declared legar 
tender till JikTI, but ax up to that time, they enjoyed the 
privilege of being accepted in payment of taxes and Govern- 
ment <1 ucs, they had the prestige which favoured then larger 
circulation than that of those r-sued by the London gold- 
smiths. I lence, they laid greater stress upon the development 
of ‘the nabit of the use of cheque currency and this was also 
done by the London Joint Stock banks when they v,cu - 
established thvie after 1S.W with an explicit prohibition ot 
the note-issue business to them in London and an area, 
within a radius of 65 miles thereof. As the means or 


e At that time Bank of England had its office only in London- 
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-transport and communication had not developed, the Bank 
of England kept its office only in London upto 182o, so that 
its notes did not get into circulation in the country-side in 
such a way as to compete seriously with the notes issued ky 
llie private country bankers. These bankers, therefore, 
-did not lay greater stress upon the use of the cheque 
■currency. 

MODIFICATION OF THE ABOVE RESTRICTION 

The Act of 1826 allowed the establishment of joint stock 
"banks with the privilege of note-issue business provided 
they had no office in London or an area within a radius 
of Go miles of it and that they did not issue their notes 
in any place within this area. This actually brought 
about "the establishment of some important batiks on the 
country-side. 

BANK OF ENGLAND CHARTER ACT OF 18±4 

Next, we come to the Bank of England Charter Act of 
JS44 which is a landmark in the history and development 
of English banking. For some years preceding the passing 
•of this Act, the condition of the note-issue business in 
England had caused very general dissatisfaction. Crises . 
■after crises had occurred and one private banker after 
another had failed with the result that public opinion had 
been s aroused against what was supposed to discourage 
joint stock banking in the country. We have just seen 
that the establishment of the joint stock banks outside 
London and within an area of a radius of 65 miles 
thereof with the power of note-issue business, and inside 
London and this area without this power had been 
allowed in 1826 and 1833 respectively. This was, no 
•doubt, due to this very fact. Bank of England had also 
been advised and authorised for the same reason to open its 
"branches m some of the principal provincial towns, and to 
issue notes from there. The towns which were first selected 
•were Gloucester, Manchester and Swansea. The sole aim of 
-all these measures was to reduce the note-issues of the weak 
•private bankers. The Act of 1844, however, contained 
■specific provisions to this effect. There were at this time 
"two schools of thought with regard to the regulation of 
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note-issues, e,g\, Currency and Banking. The former held' 
that the note-issues ought to be always worth the same- 
amount as the gold in place of which it was issued, while the 
latter held that the only care necessary was that the note- 
issue did not exceed the legitimate trade demands as opposed 
to speculative demands.' The Bank of England Charter Act. 
was a victory for the upholders of the Currency Theory. Its 
main provisions were as follows : — 

(1) The Bank could -issue notes to the extent of ^14= 
millions upon securities set* apart for that purpose of which 
the debt of ^11,015, iOU 3 due from the Government to it was 
to form a pai t. 

(2) The amount of notes issued above -£14 millions was- 
to be only against gold coins or gold or silver bullion 4 — , the 
amount of silver bullion not exceeding at any time .to one- 
fourth of- the amount of gold coins and bullion. 

(3) After the passing of , the Act, none was allowed ta 
issue notes except such& as were issuing their own notes on 
May 6, lo44. - 

(4) Every banker (other than the Bank of England) 
claiming the right to issue notes was required to send to 
the Commissioner of Stamps a return of the average amount 0 
of such issues for the,12 weeks preceding April 27, 1344, and 
none was allowed in future to exceed this amount on an 
average of four weeks. 

(5) If any such banker ceased to issue notes either due to 
bankruptcy or due to the violation of the above provision, 

J, 

3 The Bank had been advancing huge amounts to the Govern- 
ment since its, establishment. This figure had been reached by 
this time gradually from the f original figure of ‘ .£1,200,000 
in 1694. 


. - , 4 In 1928, the iBank was allowed to include among the 
securities held against’ the fiduciary issue silver coins not exceed- 
ing ,£5| millions m amount. Since then, silver coms'or bullion 
cannot form part of the metallic reserve. 


» E Their' number in England and Wales was at that time 279. 
c The^average amount was £8,631,647. 
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lie could not resume the issue. 

(G) In case any banl:< r censed to issue notes, Bank of 
England could increase* (he amount of the securities in the 
Issue Department to the extent of two-thuds of such lapsed 
issue and issue notes against tin? e. 

(7) The Bank was to pay ,£180,000 a sear to the Govern- 
ment for its privileges and exemption from stamp duty on 
its notes. All prohts on the issue of notes beyond ,£11 
millions were to go to the Government. 

The effect of the provisions laid down m the above Act 
was to extinguish gradually the note teeutng power of the 
private bankers and other joint -dock banks, though the 
process took a much longer time than was expected even by 
the supporters of the measure — the last of these having been 
lapsed in 1921 with the amalgamation of the business of 
l\Ies«r-. I'o.x Fowler & Cu. with that of the Lloyds Bank 
Limited. The use of cheque currency was developed to a 
prodigious extent. 

ABSORPTION or PRIVATE BANKERS BY JOINT STOCK 
BANKS AND THEIR AMALGAMATION* 

At the time the Bank of England Charter Act was 
passed there were following classes of bankers and banks 
carrying on banking business of one or the other type in the 
country : — 

(1) Bank of England with its Head Office in London and 
branches in important provincial towns. 

(2) London goldsmiths known as the private bankers of 

London with limited power to issue notes hut mostly 
•encouraging the use of cheque currency. 1 

(3) London joint stock banks without any power of 
note-issue but encouraging the use of cheque currency like 
the private bankers mentioned in (2). 

(4) Private country bankers with limited power to issue 
notes. 


'The amount of fiduciary issue because of this provisior 
went on increasing till it reached the figure of ^19,750,000 ir 
19Z1 after the lapse of the note-issuing power of the last privati 
banking firm. 
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(4) Provincial joint stock banks with limited power to 
Issue notes like the private country bankers mentioned 
"in (4). 

For some time, all these bankers and banks existed 
together, but later on there arose between them a tendency 
towards concentration by absorption and amalgamation 
and the spread of branch banking, as is evident from the 
figures given by Jas. Dick in the paper he read before, the 
Institute of Bankers. These are available-in Sykes' Banking 
and may be tabulated here also. , . 


Year 

> No. of Banks 

No. of offices 


1883 

3 17 

2,382 - 

11,315 

1891 

61 

3,231 

8,915 

1901 

171 

4,872 

6,667 

1911 

99 

6,413 

5,630 

1921 

40 

8,022 

4,722 


These figures are for England and Wales and exclude 
the London offices of the foreign Colonial and other overseas 
banks but include those of the Scottish banks. At present, 
there are not more than a dozen of these banks in this part 
•of the kingdom. 

For the causes leading to this tendency w»e may say 
again on the authority of Sykes that London joint stock 
’banks absorbed private country bankers with a view to 
bave branches on the country-side and provincial joint stock 
banks in their turn absorbed the London private bankers 
in order to provide for offices in that town. Larger joint 
•stock banks amalgamated amongst themselves with a view 
to increase their branches and eliminate competition. 

Fear was expressed that these absorptions and amal- 
gamations may result in concentrating the monopoly of 
banking within the power of a limited number of banks, 
•and that the public might suffer as a result, but there has 
been so far nothing to justify it. Quite contrary to this, 
it has led to a greater uniformity of practice which has ,in 
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its turn resulted in sounder methods of banking and hence 
to greater security. Besides, they have, several times, due 
to their being in a compaialively small number, be*en able 
to attain that decisive and concerted action which is so very' 
necessary to save the people from grave financial peril in 
times of emergency. 

TEST QUESTION'S 

1. Give a short description of the business of goldsmith 
bankers. What led them to lay greater stress on cheque currency 
than on note currency ? 

2. Describe the circumstances under which Bank of England 
was formed. IIow did it get the monopoly of note-issue business 
in London ? 

3. When and how was the Bank of England deprived of the 
monopoly of joint stock banking in London ? 

4. Under what circumstances Rank of England Charter 
Act of 1844 was passed ? State its principal clauses and their 
effects. 

5. What different classes of banks and bankers were m 
existence in England at the time of the passing of the Bank Act 
of 1844 ? How did they fare later on ? 



CHAPTER III 

KINDS OF BANKS 

The modern tendency towards specialisation in every 
department of economic life has manifested itself in bank- 
ing business also, and we have got different lands of banks, 
•each serving a definite economic end. But it does not 
mean that specialisation has been carried everywhere to 
■the fullest extent and that there is no overlapping of busi- 
ness. There are institutions which combine banking with 
trading or one kind of banking with another. 

' if ) COMMERCIAL BANKS / 

The most impoftant kind of banks is the commercial 
bank. In fact, when the word bank is used without any 
epithet, it conveys the idea of this land of bank. Besides, 
it is the most common land of bank with which almost 
everyone of us comes so often in contact. As its very 
epithet suggests this bank has its connections with the 
•commercial class of people. - It collects their floafing 
•capital and finances the temporary needs of commercial 
■transactions’ Its deposits are purely demand obligations 
and hence it is by nature quite incompetent to offer any 
long-term accommodation. It has, rather, been a rule 
amongst this class of banks not to grant permanent loan 
and provide capital for investment purposes. Nor does 
it furnish the whole fixed capital for trading purposes but 
it supplies as much as is occasionally needed for carrying 
■•on business or making investments in it. It has to 
•distinguish between a genuine borrower and speculative 
investor as well. A commercial bank has to encourage the 
former and discourage the latter. It can, on no account, be 
a risk-bearer, willing to take chances. Its depositors have a 
faith in it, and it has to prove worthy of it by answering 
all of their calls — so much so that a single failure is enough 
to be a serious death-blow to it. But it may be said here 
that its loaning capacity is not restricted to the amount 
of deposits received by it. A bank manufactures credit. 
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' Most of its loans are not payd in cash. They are usually 
withdrawable by cheques as are also its actual deposit 
receipts. /Experience has shown to these banks that 
all withdrawals are not made at the same time, and' 
while cash is paid at the counter, it is also simul- 
taneously received there. It is also not required to- 
pay all the cheques at its counters. Some are received 
through other banks, and more often they are counter- 
balanced by its own rights in connection with the cheques 
received from its customers on them From the above, 
it is quite obvious that it can giant credit several times 
larger than its actual cash holdings What should, how- 
ever, be the percentage of actual cash holdings to the credit 
is a question whose answer surely cannot be given in 
very definite words. It depends upon the nature of the 
community that the bank serves, and that of its invest- 
ments. In certain cases, it varies also with a variation in 
the season Moreover, it may change over a long period of 
years due to the changes in the banking habits of the popu- 
lation. “Nevertheless eveiy bank manager has in his 
mind's eye a conventional peicentage which it is his endeav- 
our to maintain, knowing that every reduction below’ that 
percentage reduces his margin ot safety, and every excess 
above reduces his profits. ' A commercial bank, over and 
above, the kind of business specified so far, also performs- 
many functions which will be discussed later on. The 
only thing that need be mentioned here is that the spheres 
of business of this kind of bank are not the same every- 
where This may be said of their methods of operation as 
well. While English banks and specially London banks do 
not undertake investment business, German and French 
banks do undertake it. The former also lay greater stress 
upon the use of cheques while the latter do not. 

CENTRAL BANKS 

Before the commencement of this century there had been 
no clearly defined concept of the central banks though a. 
gradual evolution had been taking place in various coun- 
tries over a long period of years The temperament and 
discretion of individual management had till then played 
the principal p rtin the decisions and operations of each 
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one of them. In „many. of the older countries, one bank 
had come to assume more and more importance owing .to 
its' acquisition bf specially the sole or principal right of 
n'ote-issue and conducting the banking operations of the 
Government. The first name given to them was not 
central .banks, but banks of issue or national banks. 
In due course, they acquired other functions and 
powers and gradually the term- central bank began to 
be used with more or less a standardised meaning. Bank 
of "Ehgland is perhaps the first of those institutions which 
acquired this role, and its history is universally accepted 
as illustrating'the evolution of central banking principles 
and technique. Incidentally, this was also the first joint 
stock bank of the country. During the course of the 
nineteenth century the governments had- in various 
countries either endowed an existing bank with the sole 
or principal right of note-issue or brought about the 
establishment of a new bank with this power. There were, 
however, many countries of the New World, and China 
and India of the Oid World, which were without a central 
bank even at the beginning of this century. The most 
important country of the present day, namely, the United 
States of America remained without one till JL914 . when 
twelve Federal Reserve Banks in different parts of the 
country with a co-ordinating Federal Reserve Board at 
Washington were established with a view to fill up the 
gap. Encouraged with the benefit and assistance rendered 
by it to the government and the banks of the country 
during the war and post-war period and following upon 
the recommendation of the International Financial Con- 
ference which was held at _JBrussels in 1920, the, newly 
created States of.Europe and those countries, of both the 
New and Old World which had no" central banks till then, 
have since established such institutions 1 . In fact, modern 
conditions of banking and commerce necessitate, irres- 
pective of the stage of economic development of a countiy, 
a centralised cash reserve and control of currency and 
credit subject to some form of state supervision and parti- 

1 Central Bank of China and the Reserve Bank of India 
were established in 1928 and 1935 respectively. 
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cmation. A central bank also offers the best means_ of 
communication and co-operation between the banking 
system of one country and that of another. 

EXCHANGE BANKS 

The sole business of the exchange banks is to finance 
foreign trade and bring about 5 the settlement of debts 
between foreign countries. Their branches are spread all 
over the globe, and specially in the important trading 
countries, and as such they require huge funds at their 
disposal Exchange business is intricate and requires 
expert and skilful handling It is also attendant with great 
risks, though the introduction of the exchange standard 
system has reduced them considerably. Prior to this, the 
exchange rates between gold-using and silver-using coun- 
tries fluctuated widely and exchange relations between 
them were of a speculative character. All this made it 
impossible for the ordinary commercial banks to undertake 
this business, and hence arose these specialised institutions. 
They purchase bills from exporters and sell their proceeds 
to importers. For most of the exports the exporters draw 
bills on the importers in foreign countries for payment on 
their maturity, and instead of waiting for the equivalents 
of their proceeds, they discount them with or sell them 
to the exchange banks These in their turn may either 
keep them till maturity or sell them before it in foreign 
countries, and specially in the London and New York 
money markets, where there is always a demand for these. 
In countries where they have no branches, they have their 
correspondents and do business through them. They draw 
their own drafts on their foreign branches and correspond- 
ents and those in need of sending money abroad get these 
issued in favour of those parties to whom they wish to make 
the payment. They liquidate international indebtedness 
by exporting or importing precious metals and securities 
and this business gives them scope to handle gold and 
silver bullion and foreign securities. They purchase and 
sell 'forward exchange’ too and thus minimise the differ- 
ence in exchange rates between different periods, and aho 
protect merchants from losses arising out of exchange 
fluctuations by bearing the risk. The exchange banks fn 
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their own turn, cover themselves by_ reciprocal dealings e. g., 
selling for purchasing vice versa. In other countries, 
besides the exchange banks, the commercial banks also 
take up tl^s business, but in India it is not so. There are 
banks of foreign origin which have an exclusive monopoly 
of this business. 


INDUSTRIAL BANKS 

Industrial banks finance and aid the industries other 
than agriculture. Commercial banks by nature of' their 
liabilities cannot take up this business . 2 Besides, they lack 
in .specialised staff. Industrial banks, on the other hand, 
receive funds for long terms and keep an expert' staff ‘whose 
business is to understand the intricacies of the industries 
they mSy be called upon to come in contact with. They 
very often exercise effective control over the industrial 
companies, financed by thefn by having their representatives 
included in their directorates. The first thing that an 
industrial bank does, when an industrial concern approaches 
it for recommending its issue of shares or debentures or for 
direct financial aid, is to investigate fully into and analyse 
the soundness of the issue, the business of the concern and 
the prospects of the scheme. Sometimes when the whole 
amount of the share capital offered for subscription or the 
minimum subscuption as fixed in the Memorandum of 
Association is not taken up by the public within the pres- 
cribed time, it comes to the lescue by taking up the residue 
upon its own shoulders. In fact, all new issues are under- 
written by one or more of these banks from its very inception. 
They also become advisors to their customers and assist 
them in selecting the best type of investments. On the 
other hand, they free the industrialists from a very different 
task, namely, that of raising its funds. Truly speaking they, 
on account of their being specialists in this work, have the 
advantage of possessing a greater skill m advertising and 
salesmanship of shares and debentures than most of the 
industrialists. They are financing educators and by scores 

/ ^’’Greatest problems of banking organisation and control 
have arisen on account of the confusion of investment and com- 
mercial operations.’’ H. G. Moulton. 
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of means create investment habits m the people of a 
country. The industrial development of countries like 
Germany, the U. S. A. and Japan has been brought about by 
these institutions. 

AGRICULTURAL BANKS 

Agriculture has its own problems and hence there are 
separate banks to finance it They may be divided into 
two sections : one for meeting the long-term needs and the 
other for meeting the short-term needs. Long-term credit 
is needed for making permanent improvements in land, 
buying more land and introducing better methods and 
costlier implements. Short-term credit is meant to supply 
funds for day to day operations of the agriculturists. These 
include buying of seeds and manure, personal and labour 
expenses and payment of water rates and taxes, etc. The 
nature of the securities offered by the agriculturists and the 
length of time for which capital is required make it lmpos- 
, sible for commercial banks, exchange banks and industrial 
banks to take up this finance. Hence, we have got land 
mortgage banks and co-operative banks .which render this 
service to the community, the former by catering for long- 
tcim needs, and the tatter by catering for short-term needs. 

Land Mortgage Banks create negotiable bonds out 
of real estates. They may be urban or rural. Urban 
land mortgage banks finance house schemes and do not 
fall under the sphere of our study at this stage. Rural 
land mortgage banks have a large capital of their own. 
This may be raised by issuing shares or debentures. As 
it emplojs its capital in taking up mortgages, it issues 
bonds to the public on their security. The money raised 
by one sef of bonds is used for taking up other mortgages 
and one mortgage affords security for other bonds and so 
on. Loans are advanced by these banks only for pro- 
ductive purposes. The property is valued and sufficient 
margin is kept before making up the advances. Repay- 
ment is made by fixed annual instalments spread over 
the period of the loan, and a reasonable rate of interest 
is charged. Debenture bonds issued by these banks being 
safe and stable, there is always a great demand for them, 
trust funds and insurance funds are allowed to be invested 
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in them. Real estates, such as houses and land are not 
•easily transferable and many formalities imposed by civil 
legislation have to be complied with before they can be 
transferred. The securities created out of them by land 
mortgage banks being easily marketable, the difficulty 
is removed. The Credit Fonceir of France, which was 
founded in 1852 and is said to be "the mother of all mortgage 
banks,”, along with many such institutions in Germany, 
Spain, Austria, Hungary and Japan is a thriving institution. 
The Agricultural Mortgage Coiporation started recently has 
been doing well in England. In our own country, the 
number of such banks has been going up but the speed has 
not been considerable. In a country which is predominantly 
agricultural and the agriculture of which is the most back- 
ward, the need for such institutions is very pressing. 

Cooperative Banks are the concerns of the agriculturists 
themselves. The task of supplying short-term credit to the 
scattered farmers in small amounts is so risky that no modern 
bank can undertake it. No doubt, there is the money- 
tender who, because of his local influence and close contact 
with them, is best-fitted for performing this job but his terms 
are so usut ious that he has been regarded more of a ‘loan 
shark’ than of a helping hand Jn fact, this is bound to' he 
so "because of the risk attendant to a business which is 
unsecured in toto. For long-term credit, the peasants have 
the security of land to offer but for short-term, there is 
nothing left with them except the plough, oxen and hut. 
Under the circumstances they have to depend upon their 
own'-Hves and take refuge in co-operation, the idea' of 
which is said to have originated in modern times in Germany 
during last century. The pitiable condition of the agricul- 
turists of that country made a deep impression upon Raiffesin 
who tried to improve the matters by starting co-operative 
societies which are the associations of the borrowers them- 
selves formed voluntarily with the purposes of raising funds 
for meeting their short-term requirements. "Pooling their 
joint resources and on the strength of unlimited personal 
liability, they borrow loans in the money-market which they 
distribute to the members for productive purposes at a low rate 
of interest. Loans are usually repaid by monthly instalments 
and are secured by promissory notes of members which with 
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two or more endorsements of co-member- form the basis of 
their loans. The system has been 1 ightly termed the 'Capi- 
talisation of lionestv.’ Per c onal security i« converted into 
maihetable collateral for loans on a gr< at scale HeMC.es 
meeting the need for short-term agricultural Imance they 
have also proved to he useful in various other ways I hey 
develop among the members the idea of self In Ip, promote 
thuft, and train them in the art of self-gOA eminent. 

SAVINGS BANKS 

Savings banks are not banks in the teal sense of the 
Avoid 1 hev are only th'ift promoting concerns with an 
object to collect and keep in sntety the small savings of the 
poor and middle-class people. The deposits floAving fiom 
their customers exceed in normal times possible \v lthdrav a!«, 
and tins fact docs not require their assets to be kept in liquid 
form. Nor is then any necessity of making only shoit-tcrm 
loans by them like the commercial banks. Then choice m 
making these is, however, linntv d and, m certain cast s by 
law, to the best and safest securities. Rules governing 
operations diftcr in different countries, but usually every 
body is allowed to dcpositdns money and given a pass-book 
in which there is a copy of the customer’s account m the 
banker’s ledger. Withdrawals may be made generally once 
a Aveelt and notice is sometimes needed for AvithdraAvmp 
money beyond a certain amount. Overdraft can never be 
granted and there must remain always a crecut balance m 
the account There are different kinds of savings banks in 
the United States of America In England, post oflice does 
this Avorlc. In our ow n country also, this is the case, though 
over and above it our commcicial banks too have a saAings. 
bank branch attached to them. 

PRIVATE BANKS 

While different kinds of banks described above are 
banks run on modern lines, there me some private bankers 
who combine trading and banking and carry on their 
business in the most antiquated form. We ha\e already 
studied of such bankers m the past in England. Their 
number even now is sufficiently large in this country and 
there is hardly a place here where one 01 more of these 
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is not present. Almost the whole of the agncultu.al 
industry and a considerable portion of the internal trade 
is financed by them. They require to be reformed, 1 but as 
has been' aptly remarked by one of the utters on this 
subject ‘they constitute an indispensable element in the 
country’s, financial system, and not only ndia J ,u J. 
world would be poorer by their extinction. . 1 V?bwiprn 
are some such bankers in every country m the modern. 

days also; 

MISCELLANEOUS BANKS 

There are certain other kinds of banks which ‘ have 
arisen in due course to meet the specialised needs of the 
people In England and America, we have got investment 
banks whose object is to control the distribution of capital 
into several uses. American Trade Unions have also 
got labour banks where the savings of the ^Wers w 
pooled together. Some of the colleges in tin e c ia i 1S ed 

started student banks to receive the deposi of the special sed 
student community. The merchant 

Houses.of London perhaps represent another highly special^ 

lsed development of the financial stiuct • 

times trade depends on credit. But when a merch ant^sells 

goods on credit to foreign merchants, watching: 

risks and must, therefore, set up a machinery . for watch^ g. 

them in every country to which he sells. ^ close 

bankers have taken up this job and in . over 

relations with the important impoiting g their" 

the world undertake to accept the ex Pf p ter r s pc ^ e ° n n da on 
behalf. Sometimes this is done on the recommendation 

of an exchange bank. Besides, th er , ou t the city 
Discount Houses whose business is to consist 

seeking for bills to discount/ Th , eir frn ^ S °^ C l S ub “ c on 
of their own capital, deposits re cei J' e ^ f slightly higher 
the same lines as by the banks but « S commercial 

rate of interest, and the borrowing from 
banks m the form of weekly loans or ^jetime^ e^^ 

what is known as 'Night money . T y banks. These 
brokers between bill-holders and comn • the- 

are, however, a few instances. We have |°t ^“her 
world numerous agencies carrying o 
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•banking business. 

TEST QUESTIONS 

1. Show that specialisation has been carried on in banking 
.also but not to the fullest extent. 

2. What are the different classes of hanks we generally 
come across ? Give a short description of some of them. 



CHAPTER IV 

FUNCTIONS AND SERVICES OF A 
COMMERCIAL BANK 

Commercial banking, as we have seen, grew out of 
the need for a safe place of deposit when the people of 
London entrusted their savings to the goldsmiths. It did 
not take much time for them to realise that the business 
could be made profitable by re-lending what was received, 
provided it could be returned before it was required. Gra- 
dually, they learnt that the daily payments were more 
than counter-balanced by the daily receipts, and hence 
there was no necessity of this stipulation. Of course, 
they had to depend on their own judgment in granting 
credit, and took proper security for such loans, but some- 
times they had to come to grief ; and the lepudiation of his 
•obligation by King Charles II, whom they had made large 
advances is one of the earliest instances of this. From the 
above, it is obvious that borrowing and lending constitutes 
banking business and these are the two functions of 
the type of bank we propose to take into consideration. 
There are a few other miscellaneous services as well which 
are now rendered by these banks. 

All these functions' and services can be grouped under 
4he following heads : — 

(1) Receiving of deposits. 

(2) Lending of money. 

(3) Agency services. 

(4) Miscellaneous services. 

The first two are sometimes known as primary functions, 
"the third secondary and the fourth, contingent. 

RECEIVING OF DEPOSITS 

Deposits are received under different heads of accounts, 
"the most important of which is the current account, others 
being the fixed deposit account, the savings bank account, • 
4he home safe account, etc. The first deposits received 
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form a considerably larger fraction of total deposits these 
da\s as compared to that before the Gieat European War 
of '1014 — lo. Their sole aim is to promote thrift among 
the lower-income class people. This i-, a ho not a buMne**** 
suitable to commercial banks, but they have been doing 
it, and its importance lias increased so much that vve 
cannot ignore its study though uc may not go in much 
details. The balance" of a yiun«i bmlc account is not 
allowed to go bevond a ccitain mainnum. The account 
can be opened by nnvbodv on his own behalf, on behalf 
of anv minor relative" or on behalf of any minor of whom 
he is the guardian, etc. Though moue\’ can be clepo-ttcd 
in tins account as often as the depositor wishes, it cannot 
be withdrawn more than once or twice a week. Some 
banks have* begun to allow the use* of cheque- to their 
savings bank depositors. In certain cases, they nho require* 
a balance to be maintained in exchange for taking advant- 
age of this facility. Interest is allowed on the minimum 
balance between the close of the* 'lli day and the end of 
a month. Sometimes notice is needed when sums over 
a fixed amount arc required to be withdrawn. 

Home safe account is akin to savings bank account. 
It was introduced by the anthoutics of the Central Bank 
of India for the purpose of promoting thrift amongst 
children. When this account is opened, the customer’is 
supplied with a safe by the bank winch he* takes to his 
home and in which he places money from time to time. 
The safe is periodically taken to the bank to be opened, 
and the contents are* then credited to the customer’s 
account. Interest is allowed on the minimum balance of 
'this account also as in the case of a savings bank account. 

Deposits are received in various other accounts as well. 
Private accounts arc meant to defray expenses of purely 
personal or private character. Special accounts for special 
purpose named thereal ter can also be opened with banks. 
A recent example of such an account is marriage account 
meant to deposit money for performing marriage'’ ceremony. 

NATURE Or DEPOSITS 

There are various ways in which bank deposits arise. 
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Customers may deposit actual cash or they may deposit 
rights to receive cash. These may be in the form of 
cheques, bills, promissory notes owing to them, etc- 
What the banker does in these cases is that he collects- 
them and credits the customer’s account with the proceeds. 
Deposits may also arise out of loans granted by the banlc 
or through the process of discounting customers’ bills. 
In 'this case, they are known as 'created deposits’ and 
in actual practice the amount of such deposits is much 
greater than that of the deposits received in hard cash 
or in the form of rights to receive cash. It is wrong, 
therefore, to think that the amount of deposits which 
appears in the bank balance sheet is so much amount 
of cash. Mecleod observes in this connection : "These 
figures do not show the quantity of cash at the command 
of the banks to trade with : but they show the quantity of 
business they have done and liabilities they have created- 
These apparent deposits, then, which so many writers think 
are cash, are nothing but the credit the banks have created 
m exchange for the cash and bills which figure on the other 
side of the balance sheet as assets." What actually happens 
when a customer is temporal ily short of funds that he 
approaches the banker for a loan, ovei draft, cash credit or 
discounting of bills. In all these cases, the latter, however,, 
knows that the money is not required for hoarding ; it is 
desired for making payments. He, therefore, giants accom- 
modation usually on the understanding that actual cash 
will not be immediately withdrawn, but the bonower shall 
draw cheques upon him whenever he wants to make the 
payment. This right to draw cheques is also common to 
cash deposits. Hence, we may say that it may be created 
either by the customer or the banker. It is created by the 
customer when he deposits actual cash, and it is created 
by -the banker when he grants loans. But the banker’s- 
power to create deposits is limited by the cash reserve, that 
lie holds. We may, therefore, repeat what J. M. Keynes 
said that loans are the children of deposits and deposits are 
'the children of loans. But’ this is not thoroughly under- 
stood by many, and lienee the belief that "credit js the meie 
creation of the bank clerk’s pen, and fTIaf~bu'{ for the 
malevolence of the wicked banker enough of it couldjie 
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have raised many a penniless struggler to a position of 
competence, nay," of absolute eminent e, by their sjsttm of 
granting cash credits to any individual able to offer a 
satisfactory security, even "if it be no more than the 
guarantee of two respectable house-holders.” in our own 
countrv the most common and popular method of making 
advances by the commercial banks is that of granting cash 
credits But they are never based on personal security. 
Cash credits, here, are hased on the promissory note of the 
borrower backed by collaterals like shares, stocks, bonds or 
goods like cotton, jute, rice, etc. If the goods are left in 
the possession of the bank in its godowns, advances are 
made on their deliveries and vice versa. A fair margin is 

kept. The borrower is required to pav interest only on the 

amount of credit availed by him in the case of an overdraft. 
The only difference between the two is that while in the 
former case a new account which mav be called an inverse 
current account is opened in the name of the customer, m 
the latter case, his current account is allowed to be over- 
drawn temporarily. 

Money can also be borrowed by discounting bills of 
exchange Presentday commerce 'is built upon credit 
Cash transactions aie only confined to the retail type of 
business A great number of transactions belonging to the 
circle of industries is done on the basis of credit. The 
producer sells raw material fo the manufacturer, the 
manufacturei finished goods to the wholesaler, the whole- 
saler to the retailer, and the retailer to the consumer on 
credit basis. It thus extends from one to another and we 
mav say without any fear of contradiction that the entire- 
industrial world of today is knitted up with a chain made 
up of credit. Without its existence m its most elaborate 
form, the modern large-scale production would have never 
been po-sible. Credit has accelerated the speed of the 
machinery of commerce. What actuallv is done when a 
credit transaction takes place i« that the' seller draws a bill 
of exchange upon the purchaser, requiring him to pay the 
amount mentioned therein, after the lapse of the period of 
credit allowed. This method of payment is very convenient, 
rirst of all, the use of a bill of exchange does away with 
the necessity of the use of coins or notes, it being generally 
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discharged through a bank. Secondly, a bill of exchange 
fixes the date of payment and is a legal evidence of a debt 
which can be realised through a court of law. If at the 
time of its maturity, the drawee fails to honour if, he cannot 
deny the debt ; the transaction which gave rise to the bill 
is not considered but the bill itself is regarded to be a frrttna 
facie evidence of the debt. Thirdly, it can be transferred 
by the holder in settlement of his own debt. Finally, it 
enables the holder to obtain the cash before maturity by 
being discounted at a bank at any time after an issue ; and 
this is a very important advantage which a bill provides 
to businessman who carry on their business on credit but 
need ready money from time to time. 

Discounting bills is the most important form in which 
a bank lends without any collateral security. The personal 
security of the acceptor and the diawer is the only security 
which the bank has in this case. Sometimes, bills are 
first of all discounted with a discounting bouse or bill 
broker who in his turn discounts them with a bank. In 
such a case, there is an additional security. There are 
special firms and persons .doing this business in London. 
In India also, many bills are discounted through shroffs or 
indigenous bankers. The discounting bank deducts a 
certain rate of interest from the face value of the bill 
and credits the amount to the holder who may draw cheques 
to that extent. It, then, keeps the same till maturity and 
collects it from drawee’s bank. Every acceptor, as a rule, 
has to instruct his bank where the acceptance is generally 
made payable, to honour 11 and debit him with the amount. 

Bill discounting provides a banker with an ideal form 
of investment for the following reasons : — 

(X) The amount payable by the acceptor is fixed, and 
is not subject to any alteration ; while in the case of other 
forms of investments, the value of the security concerned 
may change and very often fall resulting in a loss to the 
bank. 

(2) The payment of a bill on due date is regarded as 
a matter of honour, and hence there is a ceiiainty of it. 

(3) A bank manager can so arrange his bill portfolio 
as to ensure a continuous supply of money by discounting 
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bills maturing successively. This is possible only because 
the employment ol funds in it is for a definite period 

(A) A central bank is always prepared to rediscount 
the bills of the commercial banks provided they conform, 
to the standard laid down by it at what is known as the 
Bank Rate. 

(5) The discount being deducted in advance and on 
the face amount of the bill and not on the amount advanced, 
if the rates of discount and interest chargeable are the 
same, the yield provided is higher in this case, and the 
banker can make an earlier use of the charge or charges, 
than in the case of other forms of lending or interest charge 
or charges on them. 

But this business, if carelessly handled, is also fraught 
with dangers specially because there are many classes of 
bills — genuine and nor-genuine. And it is next to impossi- 
ble to distinguish the one from the other. A genuine bill of 
exchange arises out of a trade transaction, and can, there- 
fore, be cashed on maturity by the sale of goods on which 
it is based. But a non-genuine bill of exchange being based 
only on the credit of the parties, its encashment on 
maturity is doubtful Sometimes, a bill of exchange is 
accepted merely for the purpose of obliging a business friend 
who gets it discounted with a bank and thus obtains funds 
for the time being. The drawer undertakes to remit the 
face-value of the bill to the acceptor before maturity, 
and in case there is a default it is possible that it may 
not be honoured on presentment. As Rau observes, 
"If too many kite bills or finance bills are created and 
discounted there is the possibility that the expectations of 
the drawers and dr. wees might not be realised in which 
case they might be unable to pay back the sum and the 
banker rvould be a loser. These bills are based on credit 
and an improper use of credit is at any time possible.’’ 
Accommodation bills are also known as kite bills. The term 
finance bills, on the other hand, is used for anticipatory 
bills These are drawn not on the basis of real produce 
in existence, but in anticipation of that produce. They 
are very common in "America, and are meant to finance 
the agriculturist to enable him to meet his current outlay. 
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They, too, are not safe for a banker to accept because the 
property of a crop is of a doubtful nature after ail. 

agency services 

Bankers also net ae agents of then customers in vari- 
ous wavs. They collect ami pay their claques bills 
promissory notes;* coupons, dividend warrants, subscriptions, 
rents, income-tax, insurance pietnia and other periodical 
receipts and payment-. They purchase and sell on their 
behalf .shares, stocks, debs-ntur.'s and bonds, etc., on the 
.stock exchanges and other valuables m other markets. 
They also act as admmistiatois, trustees, executors and 
attorneys, etc. In short, they can he made to do anything 
•on behalf of their customers provided they arc paid for 
their services. lr. some cases, even this payment is not 
necessary. The services mentioned above* are more than 
often performed gratis with a view to attract deposits from 
the public. There nic, however, certain important respon- 
sibilities placed on them when they act in tins capacity. 

MISCELLANEOUS SERVICES 

Under miscellaneous services mav be included a num- 
ber of functions performed by the bankers. They receive 
their customers' valuables, ornamt nts and jewels, docu- 
ments and detd c , etc., for safe custody. 1 hey also act 
as their iiferce. Whenever anybody wants to know 
about the financial position of a business concern, he is 
refen td to its banker, who supplies him with detailed 
inhumations. They also make confidential enquiries 
about the ci edit of "a prospective buyer so as to enable 
theii customers to enter into important" business dealings 
with him. They issm' letters' of credit of vanous kinds 
and bank drafts to their customers, thus making money 
available to them in the places it is required ; and bring 
about its transference between different towns and 
countries. The more* important function of a banker, 
howevt r, consists in his coining of moral virtues. "An 
efficient banking system, on the other hand, improves 
?the tone of credit and the business morality of society 
to such an extent that hanks are termed the coiners of 
probity, reliability, honesty, integrity and ability. Such 
virtues as honesty, good faith, tl?e encouragement of sound 
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principles and practice that engrain into the character of 
a nation and the sanctity of implied contracts are better 
impressed under a highly complex credit system than in 
the simple monetary system "V 

TEST QUESTIONS 

1. Give a brief description of the functions of a commer- 
cial bank. 

2. What are the different classes of accounts in which 
deposits are received by a bank 7 Give important charac- 
teristics of each. 

3. What are the different ways in which bank deposits 
arise ? State how far they provide a source of strength to 
a banker. 

4. Comment on the statement • “Credit is the mere crea- 
tion of the bank clerk’s pen " 

5. Keynes savs, ‘ Loans are the children of deposits and 
deposits are the children of loans.” How far do you agree 
with him ? 

6. What do you say of Lord Overstone’s statement regard- 
ing a bank’s lending operations, vis., “it is my own brain and 
other people’s money”. 

7. Give a short description of the various forms which a 
bank loan may take. Why is it that discounting business is so 
popular with bankers ? 


7 Eltfnentary Banking by Rau, $. 29. 



CH1PTKR V 

BANKING OPERATIONS OF A COMMERCIAL BANK 

Banking operations of a commercial bank may be 
studied under four head--, viz , 

(1) How a baqk gels its working capital, 

(2) How it employs it* working capital. 

(8) How it earns profits ; and 

(4) Ho\v it distributes profits, 

HOW A,, BANK C.TVTS ITS WORK 1ST, CAP1 fAI, 

There are various ways in which a batik gets its 
working capital. First of all, like other institutions, it 
issues shares. The promoters of a bank decide the Amount 
of capital with which it is to be registered. The aggregate 
capital is split up into a number of equal units ot round 
sums, eacli being called a share. These are, tlun, offered 
to the public for subscription. Sometimes all the shares 
are not issued at the commencement, quite a large number 
of them being retained for a future issue. All -the '■hares 
issued may also not be subscribed to by the public. 
In case the minimum number as laid down in the pros- 
pectus is not applied for within a given time, no allotment 
can be made, and the bank does not come into existence. 
The whole money due on each share may also not be 
called up, a portion may be left to be called up later on 
if need be. All the shareholders may also not be able to 
pay up all the calls. Thu-, theie are various forms of 
capital and so there are different names for each. The 
capital with which a bank is registered is known as its 
registered, authorised or nominal capital ; the capital issued 
as issued capital, the capital subset ibed as subscribed capital, 
the capital called up as called up capital, and the capital 
paid up ns, paid up capital. The ditfeieuce between paid 
up capital and called up capital is known as calls in arrears 
They may not be carried forwaid from year to year. After 
, the lapse of a reasonable time, the shares of those persons 
who cio not pay up all the calls in full are forfeited and 
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re-issued to others. The difference between culled up 
capital and subscribed capital is known as the reserved 
liability of the shareholders. In the case of an individual 
banker, or a partnership, the individual concerned or the' 
partners are all personally and individually liable for the 
debts of the business This means, if after taking the whole 
property of the business its debts remain unsettled, the 
private property of the individual or of partners is taken. 
"This is equitable enough in the case of a single man's 
enterprise or in a partnership enterprise where the individual 
owner or each of the partners take a personal share in the 
conduct of the business, but when joint stock companies 
came into prominence, the doctrine of unlimited liability 
pressed rather hard on shareholders vho‘-had practically 
no control over the business policy of the company. In 
1855, therefore, an Act was fir-=t passed in England allowing 
trading companies under certain conditions to get them- 
selves registered under limited liability principle, the 
shareholders being liable to the extent of their nominal 
holdings of shares only. Banks were .excluded from this 
privilege , it was thought, that bankers W’ere in such a 
responsible position and w'ere debtors to the public in such 
large amounts, that it was unwise to afford them any 
protection in this respect Two years later, in 1857, a severe 
monetary crisis resulted in the failure of several banks, 
notably the Western Bank of Scotland. It was found that 
the wealthier classes declined to incur the risk of holding 
bank shares and a large proportion of the shareholders of 
defaulting banks were not possessed of sufficient means 
to contribute towards the debt of the company In order, 
therefore, to attract a more substantial class of shareholders 
it was found desirable in 1858 to extend the privilege of 
limited liability to such banks as cared to register under 
the Act Most of the large joint stock banks, however, 
kept aloof, fearing that the limitation of the shareholders’ 
liabilities would alarm the depositors and result in a loss 
of business But the collapse of the Citv of Glasgow 
Bank in 1878, and the complete ruin of most of its share- 
holders caused such a panic among those who held shares 
in joint stock banks, that most of the banks were induced 
to register themselves as limited. A new Act was passed 
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in 1879 which created what was called reserved liability. 
Under the terms of this Act, limited companies > could 
increase the nominal amount of their shares with a 
condition that a certain proportion of such nominal increase 
should not be called up except in the event of the liquida- 
tion of the company, this uncalled proportion of the 
share capital being termed reserved liability The effect 
of this provision was that while the shareholders of the 
companies were partly protected, in that the amount they 
could be called upon to pay in the event of liquidation 
was a definite ascertained sum, yet the depositors and the 
other creditors of the bank felt that they had a reasonable 
security for the payment of debts due to them." 1 Since 
then the practice continues, and banks having reserved 
liability are, other things being equal, given preference 
over the banks having no reserved liability by the 
depositors. It may also be mentioned here that the 
principle of limited liability was introduced in this country 
' in I860, and as a result a number of banks were established 
in important towns during the period that followed. The 
difference between subscribed capital and issued capital is 
not- found in the case of the first Glass concerns as their 
.shares are all taken up by the public as soon as they are 
issued. The difference between issued capital and registered 
'Capital shows the amount which can be raised by issuing 
shares in case the expansion of business necessitates it. 
From all this it fs obvious that it is the paid-up capital 
which is important from the working point of view and 
forms a portion of the working capital of a bank But this 
is, as we shall see presently, a very small part of the whole. 
Before taking up other sources we may add that the share- 
holders who provide this money expect an annual return 
in the form of dividends. The banks earn profits and use 
a portion of it for this purpose, but there is generally some- 
thing saved for building up what is known as a reserve 
fund. As this is the money which would have ordinarily 
gone to the shareholders, it may also be regarded as a part 
ot the capital and included in the amount available for 
carrying on with the business. 

1 Banking by Sykes, pp. 93 — 95. 
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Second and invariably the mam source of raising capital 
these days is that of deposits. As has already been seen 
they are received in different forms and accounts. Only 
those deposits which are received in the form of cash or in 
that of the rights to receive cash add to the working capital 
of a bank. Deposits arising out of the discounting of bills 
or of the granting of loans in other forms do not in any’ 
wav add to it The former are known as direct deposits and 
the” latter as indirect deposits Bankers can also make use of 
their customers’ money falling in their hands m connection 
with what is known as agency services so long as they are 
not used up for the purposes directed, c g , incase they re- 
ceive money for remittance, so long as it is not paid out to 
the pa} t e it can be used by them. 

But the whole deposit business of a bank consists in 
the ‘eNGl»ange.o,f.i.ights.agamst rights or „of rights _against 
mone}. 2 When a banker receives cash, he grants a right 
to the depositor to withdraw it whenever he likes. When 
he receives bills of exchange, cheques, promissory notes, 
dividend warrants and coupons for collection, he rc:eives 
rights to obtain money and grants in its stead rights to 
draw it. When he receives subscriptions, rents, income-tax, 
insurance premia and other periodical payments, he receives 
money and gives the right of its withdrawal to those on 
whose behalf he receives it. In remittance business too, 
he receives money in exchange for the rights to withdraw 
it, 'find in the case ol what .ire known as indirect deposits 
or created deposits, it is nothing except the exchange of 
rights against rights In other words, it may be said that 
all this business consists of dealing in, credits as there is 
always an element of confidence in every transaction that 
takes place between a banker and his customer ; without it 
nobody would entrust the other with money or rights to 
receive money. 

As is observed by Rau ‘iUie_deposit function of the 
banker is important because it has to aggregate small sums 
of money lying scattered here and there in twenties, fifties 
and hundreds. Singly these sums have no economic effi- 


~ The Theory and Practice of Banking by Dunbar, page 16. 
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ciency whatsoever. But they can accomplish Herculean 
tasks when they are aggregated and employed by the 
banker. | According to Bagehot ‘The concentration o£ 
monev in banks though not the sole cause is. the principal 
cause' which has ,made the money market of England so 
rich and so much beyond that of other -countries’. This- 
pooling operation of the banks and releasing the capital 
presumably to those who employ it in the most profitable way 
in the trade and industry is the first economic service that 
banks render to society and their efficiency depends on the 
total wealth of the people they have amassed in their hands 
and the total demands of industiy and trade on the other 
side would>settle the loans that the banks can make ’’. 3 * But 
banks in India cannot be regarded as sufficiently efficient 
because the total wealth of the people they have amassed in- 
their hands and the total demand of industry and trade they 
generally meet is not considerable. 

Banks by allowing their customers to draw cheques 
against their deposits also 'create additional purchasing, 
power. This may be regarded as the second important 1 
service which they render to society. To quote Rau again, 
"deposit currency or cheque cuirency or bankers’ money 
as it is properly styled is eminently elastic as these cheques 
can be multiplied by the banks to any amount within the 
limits of comparative safety and considerations of social 
interest as there are no leg'll regulations binding this side 
of banking business.’’ * ' On what the limits of scompara- 
tive safety depend and what these considerations of social; 
interest are have already been dealt with elsewhere in this 
book 5 A. violation of this may result in the turning up* 
of this service into dis-service. Crossing the limit of 
safety may bring about a failure of the banks and avoidance 
of the considerations of social interest may raise the price 
level to an extent which may be detrimental to the society. 
It is easy to expand credit but difficult to raise pioduction- 
in exactly the same propoition. 


3 Elementary Banking, pp. 56-60. 

* Op. Cit., page 60. 

c See Chapter III, page 18. 
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As a third sourt e of raising capital may be mentioned 
that of tin note-is'ue, though it lias now receded to the 
■background. “The i-sue of notes, as of other currency, 
was always claimed to be a prerogative- ol the state, but 
whereas in (he case of metallic currency, the state retained 
its prerogative, it decided with few exceptions to hand the 
issue of notes o\cr to banks when these, like note currency 
itself, were brought into being as a result of the need for 
means of facilitating the exchange of goods. Banks were 
given the right to issue- notes or where banks had already 
put into emanation notes of their own in one form or 
another, they were legally authouse-d to continue issuing 
notes, subject to certain safeguaids imposed b\ law.' * But 
it was soon found necessary in order to bring about 
-uniformity in tins business and supervise it better and 
share in the profits arising out of it by the state to grant 
one bank either a complete monopoly or a residuary- 
monopoly which according to Vera Smith denotes a case 
where there are a numblr of note issuers, but all of these 
•escept one work under narrow limitations, and this one 
authority is responsible for the bulk of circul ition. We 
have already seen that this took place in England in 18H. 
The same had already taken place in Holland in 181-1. In 
France it took place in IS lb, in Germany in lSia, in 
Sweden in 1897, in United States in 11* 14," in Union of 
South Africa in l'idl, in Lolombia in J92.t, in Australia in 
11)14, in Chile in 191.'), in Italy in 191G, in New Zealand 
in 19.14, and in Canada in 19 if). 7 In India, the banks had 
the power of note-issue till Ib'Gl, when it was annexed by 
the Government of India and in l9.‘ia, it was transferred 
to the central bank of the country, viz., the Reserve Bank 
of India. 

When a bank issues notes, it creates working capital 
for itself The first notes issued were in exchange' of the 
receipts of actual cash, and as in the case of the deposit 
receipts, it was soon discovered that the bank was not 
required to pay up all the notes at one time, and that it 
could use a considerable portion of the actual cash in 


8 Central Banking by M. H. De Hock. 

’ ! Ceniral Banking by M. H. De Kock, page 21. 
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whatever way it liked without even in the least impairing, 
their convertibility. So long as the credit and business 
reputation of the bank was unimpeachable the notes weie 
considered as good as cash and circulated like legal tender 
money. Gradually they began the issuing of notes at 
the time of discounting bills and granting loans in other 
forms, and the people accepted them without any objection^ 
Thus there was no difference for the bank if its credit 
creation took the shape of a bank note o r deposit. If at 
all there was any difference it was one of fottn. But the 
bank deposit being more useful to businessmen than the 
bank note, and restrictions having been placed on the 
•.issue of the latter', as has already been pointed out, the 
former came into greater prominence and now forms a- 
much more important part of the circulating media of the 
advanced countries of the world. It will not be out of 
place to mention here what Ran says about the identity 
between , the two. "Both of them can be used for the 
purpose of making advances to customers or in exchange 
of promissory notes or bills of exchange of custonir 
ers. Both of them serve as promissory notes or bills of 
exchange of customers. Both of them serve as means of 
payment. Both of them repiesent the right to demand 
legal tender money from the bank. Both are sources of 
income,to the bank. Both are demand liabilities from the 
viewpoint of the banker 8 But proceeding further, he also 
points out the difterence between them. “Bank note is a 
safer liability than the deposit and the bank considers it 
advisable to issue credit in the shape of notes in prefer- 
ence to deposits. So long as there exists confidence in the 
issuing bank no depression of industries destroys the use 
of the bank note, A deposit may be utilised at any time by 
the customer to meet his own obligation. The smaller 
bank notes remain out in circulation for a long time and 
very often return as deposits The bank note has a greater 
circulation power than the cheque. If the moon is the 
poor man’s lantern the bank note represents the poor 
man’s banking account. So there is not much trouble in 
the issuing of notes in response to the legitimate demand 


6 Elementary Banking, Page 78. 
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-on the part of the people.” But all this is theoretical, 
as the power of the Lank to issue notes has m practice been 
taken away from them. 

HOW IT EMPLOYS ITS WORKING CAPITAL 

From tne above discussion, it appears to be quite 
obvious that almost whole of a bank’s working capital 
except tnat received from its shareholdeis or withheld 
out of profits from distribution by way of dividend and 
accumulated in the form of reserve fund, constitutes its 
demand liability and must be made available at all times. 
But as has been remarked elsewhere . banking business 
■consists in circulating capital and not locking it up It is in 
this circulation that a bank manager has to use his brain. 
He must allocate his funds over different investments 
besides maintaining a reserve in such a way as to be -able fo 
replete bis funds whenever need be There are sure to 
be many occasions after short intervals when funds may 
be withdrawn in huge amounts In many cases, such 
periods coincide with demands for additional loans from 
regular customers, and they must also be satisfied We 
will, therefore, attempt in the following pages to look 
to the way in which a banker selects his assets and varies 
them and considerations winch guide Ins intelligent judg- 
ment and choice. - 

A prudent banker ahvays chooses such inteiest-yield- 
ing investments as may be readily realised and fall due 
in a steady succession He measures economic forces 
constantly and takes a particular line of action in changing 
the form of his assets only after their due considerations 
Broadly speaking, we may divide them into two classes: 
{1) those which are put to non-profitable uses and 
(.) those which are put to profitable uses In the former 
are included Ins cash reserves and acquisition of what is 
known as dead stock and m the latter are included call 
money, discounts, advances, investments and acceptances, 
etc. 

First of all, let us take up cash reserves. They 
consist of till money — money kept m a banker’s vaults — and 
money kept at the central bank. These together form 
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hi« fir*! line of defence and are primarily intended to ward 
off bankruptcy. In effort, it i*. a precautionary measure 
and it should always be the endeavour of n hanker to build 
up adequate cadi p serve and to bUengthen it whin 
necessary in- ail possible means. Tin- muni mt t hod 
adopted* for this purpo-c i- -to convert the ultimate 
avail, ibtlUv into inmudiab- availability As to the per- 
centage of cadi receive to d* nnnd liabilities-, as has betn 
pointed out, it mil depend upon various factors and be 
always varying. Tin -e may be enumerated below* : 

^ fl) hi some countries, the legislators have fixed cer- 
tain proportion" to be observed In the bank-. They ccitamly 
help amateur- and ke-p utirf*r restraint adventurous 
buiks. But beyond this, tiny do not go. More reliance 
must be placed on the integrity, wi-dom and judgment of 
barker- thine— lv<s than on banking laws to ngulato 
them, A legal (mul t- nils to give a sense of false security, 
and the banker miy think that he has done everything 
In- h is to on by keeping the prv-ctibed legal limit ot cash 
reserve. It t- also difficult to sav as to what this- legal 
limit should be, as is evident trotn the difference in the 
hind- pft'Cnht-d by dilfereut It gi-dators. For « xanipU, in 
})-.imnrk it is h<*4 of demand dvpo-its only, in L*. Js A. it 
v dffn-nnt with hmk< in different locahtits, in Argentina, 
it is .s% ot t mu- d> p ’sits and hi% of d nnnd depo-its m 
Chiu it is and th- 1 ^ r< sp, chicly, in Eqtfndur it h ln% and 
V'a'S f c-p< ctuvly and in Bolivia it i- lu% and L’> % re-pectivt Iv. 
In some count lies, the minimum ca-ii r« -n ve puo.nt.rgc 
include- both the reserves in the c ntril b ml. and m the 
hanks’ own vaults, ami m otlui> hi includes only one. 
In Indn, scheduled bmks are nquued to kei p a ca-h 
n serve of at ler-t .'<% of th- ir dem ind and -% of their 
* v :mn deposit- < acn witn the Kt-M-rve Bank of India; but 
»i- far as the cisff reserve m tin tr own vaults, are Conceftitd 
*h* re i- no legal rv-ui.r-imni to be fulfilled. N'on-scfu dub d 
bmks are, on thr other hand, lcqum d t«> keen only l'* a / 0 
m their i, me and .*•% of their d-mand dipo-tt" rath m 
their vaults, 

f.) St ab.i d, p-,ul~ rn m th> v percentage kept gi mm by. 
It one h'ink in’ a hseabty keep- a highc- puc. ntage, otfitr 
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banks in that locality must also keep the same to win 
confidence of the people. English banks keep a much 
lower percentage of cash reserves than the banks of 'other 
places, 

(3) The size of the cash reserve of a particular bank 
will also depend upon the average size of the deposits of 
each customer. It shall have to be such as to be able to 
meet heavy withdrawals of the depositors having maximum 
amount of deposits. 

(4) If cheque habit is sufficiently developed and payments' 
are not generally made in cash, the amount in reserve may 
be smaller than if otherwise is the case. 

. (5) If clearing system is well developed, most of the 
cheques drawn on a bank are counter-balanced by those 
received by it but drawn on other banks, and hence there 
is very often not the need felt for finding out actual cash 
for their payment. It may, therefore, be said that in a 
country where this system has reached the point of highest 
efficiency, a percentage ( of less cash reserves would do. 

(6) In case banking habit of the people of a place is- 
sufficiently developed and they are not used to hoarding, 
there is a constant in-flovv and out-flow of funds info, and 
from, the banks which means that they can carry on with 
( smaller cash reserves than is possible if otheriois. is the 

case. 

(7) If the customers of a bank belong to such classes 
as bill brokers or discounting firms whose accounts are of 
a fluctuating nature, a larger cash reserve would be required 
to meet the heavy withdrawals at times when there is a 
greater need of money to them due to increase in business. 

(8) If the investments of a bank are such as can be 
easily liquidated, a smaller cash reserve would be necessary, 
as they would be realised whenever required. In countries 
where there are highly developed money markets and bill 
markets, money is invested in them and can be called up or 
realised at any moment. In England, a considerable sum. 
is lent to bill brokers and stock exchange brokers who pledge 
sufficiently high class bearer securities to cover the loans 
and promise to return them within a period of three to ten 
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able sum only for short periods. But before proceeding 
to do this, he also tries to have some such money as may 
yield a small income to him and at the same time be 
available at any moment. This is, foitunately enough, 
made possible in some countries due to the demands arising 
from the bill brokers and stock exchange Lrokers. The 
former seek accommodation for employment of money in 
the purchase of bills and the latter to take up stocks in the 
intervals between the fortnightly settlements They offer 
such securities— consols, exchequer bonds, the debentures 
of Indian Railways and the bonds of the Corporation of 
London and the London City Council— as enable the 
banker to ‘go to sleep with an easy conscience’ The name 
given to this investment is loons at call and short notice 
Professor Taussig says, ‘from the point of view of the bank’ 
they are a highly convenient part of its business A profit 
is certain, sometimes large, sometimes small, but always 
appreciable and yet the bank's resources are not tied up 
and cash can be called back_at least by the individual 
bank, if there is a moie profitable use for it elsewhere or 
if there is a sign of danger. And from the point of view 
of the public advantage, there is also some gain For 
sundry useful business transactions funds are wanted over 
short but certain periods and for them demand loans are 
adopted . Rau says, “In the case of call money, the 
banker seems to accomplish the impossible feat of ‘having- 
the cake and eating ,t too’Mo But they are not free from 
evffs altogether as they encourage gambling speculation 
Besides, they are very good assets in normal times, but in 
times of panic they are useless or become 'frozen*. At 
j 1 .? time lf 1S difficult to get payment of such loans, 
and the money so employed is locked up when it is needed 
most in a liquid form”. They are, therefore, not considered 
“ ^ 'assets by many bankers. Lord Goschen has con- 
diem 11 They are, however, very popular in 
London and New York. Coming to India, there were no 


10 Elementary Banking, page 102. 

11 ^ 1S not an assst which constitutes a 
the general interest of community at large.’ 


reserve useful to 
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call loans lent to any great extent even in the Presidency 
towns (Bombay, Calcutta, Madras, Karachi) before the war. 
But after it they began to be lent freely. Call money is 
used here for dealings in the bulln n markets and stock ex- 
changes. It is, however, made available to fiist class parties 
only, though contrary to the English practice of asking ior 
no security. The rate of interest on it varies according 
as the season is busy or slack. In the busy season, 
it is not available at any rate, while in the slack season, 
it is available at ^ per cent. Of late, this money is being 
invested in Government of India Treasury Bills. It 
also figures promint ntly in niter-bank loans. One thing 
moie may be mentioned in this connection, viz , that while 
on the security of such loans, borrowers in London 
fall back on the Bank of England, they have no alternative 
in this country. 

But call loans are suitable for the employment of only 
temporary surplus funds. A considerable amount of the 
working capital requires, in fact, to be invested elsewhere 
with a view to earn more decent income. The ideal form 
of investment from the banker's point of view is, as has 
already been observed in the last chapter, that of bill 
discounting This is a loan to traders, as opposed to bill 
biokers and stock brokers, though sometimes the former 
also take advantage of it. We know that bills are also 
discounted with a discounting house or bill bioker who in 
his turn discounts them with a banker It is to this that 
we refer when we say that bill brokers also take some- 
times advantage of the bank’s bill discounting business. 
Ordinarily, a bill broker discounts bills out of his own 
resources, and out of the money he borrows from the banks 
in the shape of call money, but there are periods when he 
has to discount them with bank. Generally, call money is 
uscduor taking up fresh bills in the hope that there will 
be s ffficient funds available for paying it to the banks on 
the maturity of already taken up bills within a few days. 
We have already taken, in connection with the bill dis- 
counting business of p bank, a notice ( of the difficult posi- 
tion in which a banker is placed in discriminating 
between genuine and non-genuine bills. But something 
can be done by him in this respect too by keeping his 
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eye upon the accounts of those customers whose bills 
he discounts It may also be mentioned here that 
every bank maintains a list of its customers whose bills 
it is prepared to discount. Besides, there is always 
an amount noted down against each name denoting the 
extent to which it is thought proper to discount his bills, 
and in case this is strictly adhered to there is nothing to 
be alraid of. A banker must also satisfy himself of 
the completeness of a bill before discounting it. In other 
words, he must see that it has been drawn, accepted 
and endorsed in the regular manner. He must also scru- 
tinize the business career of the drawer, the acceptor, 
and various other endorsers as it is with them that the 
redemption of a bill lies Then, he must not discount bills 
arising out of transactions of only one class of commodi- 
ties, as in the case of a depression m it there will be a 
danger of the whole money being locked up. Finally, he 
must distribute his funds allocated for this purpose over 
bills with successive maturities This will enable him to 
meet the continuous demands of his customers. 

This brings us to advances or what are better known 
by the terms Loans and advances to the customers. In 
fact, “under this comprehensive heading anything that 
the banker does in the shape of lending his credit 
can be arranged Even discounting leads ultimately to 
lending the banker’s credit and the discount rate might be 
defined as a charge for the loan of capital But for better 
understanding of the subject the various operations should 
be specially studied Hence call money and discounting 
bills are generally studied apart from the loan opera- 
tions.’ We shall now deal with the banker’s policy 
regarding overdrafts, cash credits, loans on promissory 
notes and collaterals, and personal loans. It is needless 
to say that his profits depend on their preponderance. 
But at the same time this is not consistent with safety! 
The risk arising from it may, however, be reduced by 
taking due precautions. Though some of them have 
already been discussed, jet they may be recapitulated here 
along with others. 

12 Rau’s Elementary Banking, p. 124. 
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1. The banker should always be careful to see that 
his cash reserves do not stand very near the danger line. 
It is better to err on the safe side rather than on th at 
which may be risky. 

2. As the popular saying goes '‘he must not lay all 
the eggs in the same basket." This means he should 
not lend too large" a portion of his loanable funds to any 
single borrower. It suggests that funds should be spread 
as far as possible over wider area. He must not con- 
centrate over the financing of only one trade or on the 
security of only one kind. A violation of these principles 
has resulted in failures. 

3. He has to judge aright the nature of the securities 
that can be accepted by him. What George Ray says in 
this connection has already been given in the last chapter. 
A close scrutiny must be made of the security offered from 
various.points of view by a banker. But as will be clear 
from the examination of the nature of various securities in 
a subsequent chapter, none of them proves to be ideal. 
Mortgage of real estate is the worst security. It cannot be 
easily and quickly sold and is subject to much fluctuation 
in value. 

4. He has to bear in mind that he has to finance only 
the current transactions of the community. He is not 
required 'to coin all kinds of unmarketable wealth into 
money.’ Nor is it expected of him to coin credit for future 
needs. 

5. He should be cautious in providing for a good margin 
m his favour The greater the possibility of the fluctuation 
of the security the larger the margin required. 

6. Commercial banks are meant to create only short- 
term credits and any diversion from what is their legitimate 
requirement is sure to result in 3 catastrophe. No doubt, 
European banks and specially German banks undertook 
financing for long terms, but the nature of their deposits too 
varied from that of the banks in England or India, and 
hence it could be tolerated. The first question put to a 
prospective borrower should 'be regarding the period for 
which a loan is required, and the first answer to it should 
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guide the banker in the determination for granting the loan 
as far as this is concerned. Sometimes, it has been observed 
that in case a loan tor a long period has been refused, it is 
asked for a short period on a promise of repayment after 
making a permanent arrangement for it from somewhere 
el=e. But this is never done, Walter Leaf gives illustrations 

of two such instances 13 in the case of one the permanent 

loan was to be raised by securing mortgage with an insurance 
company and in the case of another it was to be raised by 
issuing new shares — but steps were never taken to fulfil the 
promise Such loans drag on under various pretexts and 
become a part of the borrower’s working capital 

7. Continued renewal of loans is also undesirable as 
they become very often bad and ‘frozen’ — incapable of being 
realised in case of an emergency. 'Nursing of accounts’ as 
it is called is bad. 

6. The object of the loan should also be enquired into. 
It has been suggested that creation of credit for consumption 
purposes should always be discouraged But what is of 
more importance is not the purpose for which a loan is 
negotiated but the capacity and means to make the payment. 
They must be enquired into and taken consideration of. 
Sometimes, however, borrowers make impossible proposals, 
and these must be turned down by the bankers not only in 
their own interests but also in those of the borrowers them- 
selves. They should satisfy them of their futility and thus 
save the people from ruining themselves 

9 He must also keep an eye on the price fluctuations 
of the securities lodged with him, and m case of the shrink- 
age of any one of th j m the particular borrower must be 
asked to furnish with collaterals, 

10. Policy of cheap money is also not always good. It 
leads to huge borrowings but capital alone is not required 
for business prosperity' and hence they may be put to waste 
and result in ultimate loss. 

11. Finally, the character of the borrower should be the 
main consideration. In fact, a good character is an ideal 


ls Bankmg, pp. 166-7. 
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security. People seeking for bank credit must inspire 
confidence because it is a key-note to credit. But it comes 
from the cultivation of moral qualities, viz , honesty, 
sobriety, promptitude, upnghtness and regularity. 

As regards the forms these loans and advances can 
take, we have already gone through them. It has also 
been observed that they may be secure or unsecure. As 
regards the nature of the various securities offered, we 
shall look to them in a subsequent chapter. But sometimes 
loans are unsecure or else, they are granted on personal 
security. In this, borrower's character is moie important 
than it is anywhere else. His total wealth and repaying 
capacity are also required to be considered. Every banker 
has certain customers who stand more or less in the 
nature of patrons to his business. He should not hesitate 
in giving them accommodation even if they do not offer 
any collateral They demand loans only in an emergency, 
and in the interests of the banker their resentment and 
•displeasure should in no case be incurred by a refusal. 
In fact, if such loans are granted after taking due considera- 
tion of the borrower, there is nothing to be afiaid of, and 
experience goes to piove that such loans have not 
resulted in any loss in the majority of cases. 

Banks also invest money in Government, semi-Govern- 
ment, railway, public utility service and industrial securities. 
Strictly speaking, this is not a banking business, it 
consists of the circulation and not of locking up of 
capital. They employ their funds in this business not 
because it is very productive but because it> is capable of 
easy realisation m the event of any unforeseen and large 
demand. Annual yield from such funds is not at all 
alluring. It is less than that on discounting or loaning 
in many cases No doubt, in the event of a possible 
rise in the value of the securities, there are chances 
of considerable profit, but that is speculation, and a 
bank should always avoid it. But they can be sold in 
the stock-exchange markets at any moment, and hence 
they provide an ideal form of investment, at least as far 
as their convertibility goes. Government securities which 
are known as gilt-edged securities are perhaps the best 
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from this point of view. They are also generally not 
subject to much depreciation But it may be said that 
here also banks do not invest in only one kind of security,, 
be it Government or any other. Their funds are distributed, 
over several first class securities 

Yet another form of loaning operations of a bank 
consists in acceptance business. We have already seen 
before that a bill of exchange when drawn by a seller 
upon a buyer is required to be accepted by the latter. But 
it is possible that his credit may not be sufficiently known* 
and even if the seller does not hesitate in accepting it, he 
might not be able to discount it. In such cases the 
bank comes forward and accepts the bill on behalf 
of the purchaser who is also his customer. What it 
does is only that it substitutes its own ‘wider and well- 
established credit for the narrow and unknown credit of 
the trader’. For this useful sendee it is needless to say 
that it also charges a commission. The business was in' 
fact started by the great merchant banking houses of the 
continent after they had established their offices in London 
on the fall of the supremacy of Amsterdam in international 
finance on account of the defeat of Holland by England 
during the Napoleonic war of the nineteenth century. They 
had, it seems, foieseen that the capital of the British Empire 
was ‘destined to supplant' d at of Holland as the pivot 
of international finance. Some of the important houses- 
were also of American origin. Though they do not claim 
to be bankers as they do no proper banking business, viz.,. 
that of receiving 'deposits withdrawable by cheques, they 
are fairly important just like banks. They have got their 
relations with the people in important countries of the 
world and keep informations regarding financial position 
of the importers in those places. This enables" them 
to accept on their behalf the bills drawrn by the exporters. 
Their standing is such that their undertaking to pay the 
bills enables the exporters to discount them with any bank. 
Generally they require an undertaking by the purchaser 
to place them in funds at least three days before the 
maturity of any bill. At present, bills are accepted 
by these houses on the recommendation of the exchange 
banks too. Since the war of 1911 — 18 the Americans have 
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also done something to make a rival centre in New York, 
and hence such houses have sprung up there too. The 
accepting business has also since then gone a good 
deal in the hands of the banks. When war broke out, 
London Acceptance Houses had to receive money from 
/the people in most of the enemy countries on whose 
behalf they had accepted bills, but the State forbade the 
collection of debts from an enemy. But it was necessary 
to protect their credit also, and hence it was provided that 
the acceptances of these houses, as they became due, 
should be taken up by the Bank of England. Their 
business was, however, much hampered and gradually 
English joint stock banks had to take it up. The Federal 
Reserve system of the United States of America also 
recognises this business as a legitimate banking business. 
As far as India is concerned, it may be said that Indian 
joint stock banks are not in the habit of doing this busi- 
ness. There is, however, the Indian shroff, who, though 
does not actually accept bills on behalf of others, pur- 
chases them from traders about whose standing he has no 
doubt and thus puts his signatures on them. This becomes 
a sufficient guarantee of their payment and they are, 
therefore, discounted if necessary at the scheduled banks. 

HOW IT EARNS PROFITS 

Now, we come to the question as to how a commeicial 
bank earns profits. We have already gone through the 
"profitable uses to which a bank puts its working capital. 
In fact, they may be regarded as the main sources of its 
profits. We may again enumerate them here for the sake 
of clarity 

(1) Interest on Call Loans. 

(2) Discounting charges on bills 

(3) Interest on loans and advances. 

(4) Interest on investments. 

.(5) Commission on acceptances. 

To these may be added income from incidental charges, 
and commissipn on account of agency and miscellaneous 
services rendered by it to the business community in 
general. We know that banks collect and pay their cus- 
tomers' cheques, bills of exchange, promissory notes; 
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coupons, dividend warrants, subscriptions, rents, income- 
tax and insurance premia, etc. Most of this business is 
done gratis But usually in case of collection from and 
payment to outstations, a charge is made. When thev 
purchase and sell on behalf of others shares, Mocks, deben- 
tures, and bonds, etc , on the stock exchanges, and other 
valuables in other markets, they also charge a commission 
over and above what they pay to the brokers Resides, 
they get remuneration for acting as trustees, executors and 
administrators of family trusts, etc When they receive 
valuables, ornaments and jewels, documents and deeds, 
etc for safe custody, they often make a charge for it The 
business is no doubt not free .from danger but the risk has 
to be taken in most cases ; and this form of service, even 
if it may not yield a substantial income is a very material 
addition to what a banker should do for his customers. It 
mav also be said that in cases of the custody of credit 
instruments, banks are also liable to collect interest and 
payment when they fall due. Remittance and exchange 
business too is very lucrative. In India, most of the com- 
mercial banks earn a huge sum on account of the former. 
But exchange business is exclusively in the hands of 
foreign exchange banks. 

HOW IT DISTRIBUTES PROFITS 

The above are the sources of profits But the whole 
amount thus earned is not available for distribution by 
•way of dividend amongst shareholders. From it are 
required to be deducted certain expenses which must be 
incurred by a banker during the course of his business. 
These consist of : — 

(1) Interest on fixed deposits and other accounts ; 

(2) directors’ and auditors' fees, staff salaries," and 
contributions to pension or provident fund ; 

(3) membership fees of the bankers’ associations, and 
chambers of commerce, etc ; 

(4) office expenses, e.g , printing, postage, advertising, 
stationery charges, rent and insurance premia ; 

5) travelling charges and payment to agents and 
correspondents ; ° 
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(G) provision for depreciation of investment, and dead 
stocks ; 

(7) bad debts and defalcations made by bank clerks ; 
and 

(8) income or other taxes. 

The net profits of a bank depend on capable manage- 
ment. Deposits are sometimes attracted more by granting 
f icihties to the customers and rendering useful services to 
them than by offering high rates of interest. It is no 
use keeping low paid staff. It cannot attain the required 
standard of efficiency. In India the practice of keeping 
managers on Rs. 40 or Rs. 50 per month initiated by 
some of the smaller ioint stock banks has very often 
resulted in increasing defalcations. A high salaried staff 
is usually much cheaper in the long run. It proves capable 
of attracting a larger business and carrying it without any 
flaw or mtcn. Bad debts are reduced to the minimum and 
defalcations do not occur at all. Out of the net profits 
a considerable amount is also set aside after distributing 
dividends at a steady rate for what is known as reserve 
fund. It is sometimes created with a view to balance 
dividends in lean years, but more often to increase the 
bank’s capital so as to conform it to the requirements of 
increasing business. 

TEST QUESTIONS 

1. What are the different ways in which a bank raises up 
its working capital ? Give a short description of each. 

2. What is the nature of the deposits of a banker ? Ex- 
plain in this connection what you understand by the term 
created deposits’. 

3. Give a short description of the different types of capital 
of a bank. What do you understand by the reserved liability 
of the shareholders ? 

4. ‘The whole of the deposit business of a bank consists in 
the exchange of rights against rights or of rights against 
money.’ Comment. 

5. What services are\endered by a banker by his deposit 
business ? Is-there any possibility of his doing a dis-service 
to the society ? 
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6. “Both the deposit business and note issuing business of 
a bank are identical.” Comment. 

7. What are the different ways in which a bank employs 
its working capital 5 Explain m this connection the use of 
call loans 

8. What precautions should a banker take while making 
loans and advances to his customer ? Explain as clearly as 
possible. 

9. What do you know of the acceptance business of the 
bankers 3 Give a short description of its beginning. 

10. What are the different ways m which a banker earns 
his profits 3 Is the whole of it available for distribution 
amongst the shareholders 3 



CHAPTER VI 

CENTRAL BANKING 

Central banking as a specialised business has come 
into prominence only during the present century. Prior 
to it, banks had been established in 'almost every country 
in Europe, along with japan and Java in the East, and 
Egypt and Algerian Afnci’ with powers to issue notes 
and act exclusively as Government banners, but they had, 
as was pointed out in chapter III, no clear concept ot 
all the central banking functions. A sort of gradual 
evolution had, however, been taking place regarding them. 
Starting with the Bank of England, they had in varying 
degrees begun performing such functions as ‘holding a 
large part of the cash reserves of the commercial banks, 
rediscounting of their bills, making collateral advances to 
them, operating as a clearing house for them, maintaining 
the monetary standard adopted by the state, and undertak- 
ing the responsibility and leadership in matters relating to 
the financial and credit structure generally.' As regards 
their dealings with the public in general, the practice 
varied from one bank to the other. On the one hand, there 
was the Bank of England which had almost given up this 
business, and on the other there was the Bank of France 
which dealt even with the smallest tradesmen of the 
country. In the present century, we have got certain rules 
and practices, and in their light central banking is treated 
as a special business. The Governor of the Bank of 
England appearing before the Hilton Young Commission 
pointed out the following duties of a Central Bank : "It^ 
should, .have the sole, right of note-issue ; it should be the f 
channel, and the sole channelTor thejputput and mtakebf 
legal te nd er currency. It should be the holder 'o f '11 ir*'T Il,e 
jovef nmenT baiances ; the holder prall Thejreserves oT^the 
3ther banks and branches of 1 banks in the country. _It 
diould be the, agent, so to, speak, through, which the finan- 
cial operations at home .and. abroad, of the Government 
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■would be performed. It would further be the duty of a 
central bank to effect, so iar as it could, suitable contraction 
and suitable expansion, in addition to aiming generally at 
stability, within as well without. When necessary, it would 
be the ultimate c ource from which emergency credit might 
be obtained in the form of re-discounting of approved bills, 
or advances on approved short securities, or Government 
paper.” *• 

^ ■' M. H. De Kock, an eminent authority on Central 
Banking lays dow n more elaborate functions of a Central 
Bank which are summarised below : — 

1 the issue of paper currency in accordance with 
the requirements ol business and the general public, for 
which purpose it is granted either the sole right of nole- 
i.sue or at least a partial monopoly thrreof ; 

2. the performance of the general banking and agency 
services for the state ; 

3 the custody of the cash reserve of the commercial 
banks ; 

4. the custody of the nation’s metallic reserves ; 

ft. the re-di^counting of bills of exchange, treasury 
bills and other suitable papers offered by the commercial 
banks, bill brokers, dealers and similar financial insti- 
tutions ; 

6. the acceptance of the lender of the last resort ; 

7. the settlement of clearance balances between the 
banks ; and 

8. the control of credit in accordance with the need 
of business and with a view’ to the maintenance of the 
monetary standard adopted by the state. 

He also says that another requisite of a real central 
bank is that it must not, to any great extent, perform ordi- 
nary commercial banking transactions, such as accepting 
deposits from each and every one and accommodating a 
large number of regular commercial customers with dis- 
counts on advances. But it may be pointed out that a 
number of central banks, eg, the Bank of k ranee, the 
Bank of Australia, the Bank of Java and the National Bank 
of Egypt do perform such transactions. In recent years 
it has come to be recognised that a central bank should not 
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undertake this business except when compelled to do so- 
in the nati >nal economic interest and as such the banks 
mentioned above have also tended to cm tail it or continue 
it only on the ground ol some special need or circumstance. 
In Aigentina and India, where the Bank of the Argentine 
Nation and the impel ml Bank of India respectively had 
beeri undertaking such business in addition to some central 
banking business, it was decided to establish special cential 
banks with restrictions on then dealings with the public. 

Let us now take up the functions enumerated above- 
one by one, and examine them in detail. 

(1) The Issue of Paper Currency. This function was 
almost everywhere one of the first functions to be entrusted 
to central banks. We know that the Bank of England 
has been performing it since its very inception. Some 
of the eminent writers on the subject regaid it as the 
most important function of a central bank. All the 
central banks have at present either a complete monopoly 
or residue monopoly of it. It was pointed out in the 
previous chapter, when some of the impoitant central 
banks got the residue monopoly. “In the case of most 
of those central banks which today enjoy a complete mono- 
poly, the other banks performing this function, were at- 
one time or the other requned by law to redeem their 
issues as they were paid in, or to withdiaw them from cir- 
culation within afixid period. In others, the central banks 
themselves w-ere required to take over these issues on 
certain conditions as to their redemption” In England, 
as has already been observed, the Act of IS 44 allowed the 
private bankers to retain their note-issues but they were 
limited to the individual ami unts of the average issues 
for the 12 weeks preceding April 27 of that year. A provi- 
sion was also made to the effect that they would lapse 
under certain cn cumstances. In Geimany most of the 
note-issuing banks had, owing to the restnctions placed on 
this business of thins, '-ui rendered it to the Ruchsbank. 
much before 1985, and those which had retained it till then 
wtre compelled to give it up in that year. “Theie are at 
present only a few cential banks which do not enjoy a 
complete monopoly" of noft-issue and of these only those 
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of the United States, Canada and China are important. In 
the United States the issues of the national banks lapsed in 
19.-i5-.46 when they were redeemed, but there are still 
Government notes in circulation, though they form only 
a small portion of the total issue. In Canada also the 
notes of the chartered banks form only a small portion, 
while those of the central bank, namely, the Bank of Canada 
form the bulk of the circulation But in China, the aggre- 
gate note-issue of the three non-central banks which issue 
notes was I2.‘)3 million Chinese dollars at the end of May 
1938 while that of the Central Bank of China was 
only 473 million. 1 In India since July 1940, Government 
of India has also begun issuing one-rupee notes as a war 
measure in addition to the sole issue of the Reserve Bank 
of India, as the Treasury did m England during the last 
Great War. 

The monopoly privilege of issuing notes has come to be 
regarded as an important constituent of the central banking 
structure for many reasons First of all, it gives uniformity 
in respect of the note-currency which constitutes a very 
important part of the monetary circulation these days. 
Secondly, it gives the central bank vested with this power 
a special sort of prestige which is of great value in emer- 
gencies. Thirdly, it gives it some measure of control over 
the volume of credit which the commercial banks may 
manufacture. As will be seen later on they have to borrow 
legal tender currency from it or increase their balances 
with it, in case they wish to bring about an expansion of 
credit as they are required to maintain more or less a fixed 
percentage of cash reserve to it. The central bank may 
refuse to accommodate them, if it does not think it in the 
interest of the country to .enable them to bring about its 
expansion. If it thinks otherwise, it may continue accom- 
modating them and if necessary even give greater facilities 
for it. Finally, the Government is enabled to exercise its 
control over the note-issues with a view to ensure safety in 
a greater degree, if there is a monopoly privilege than if 
it is Otherwise. 


1 Central Banking by M. H. De Kock, page 22 (footnote). 
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Coming to the regulation of note-issues there are at 
least seven different methods for Jt. The first is what is 
known as the fixed fiduciary issue. It was adopted first of 
all in England in 1844. Under this method, notes worth a 
fixed amount are required to be covered only by Govern- 
ment securities, while all those issued in excess of it must 
be covered by metallic reserve. It is deficient in elasticity 
inasmuch as .whenever there is an appreciable internal or 
external drain' of the metal, an undue contraction of 
currency and credit is rendered necessary. It is also not 
sufficiently adaptable to heavy demands for currency, as an 
expansion becomes impossible in case there is a shortage of 
the metal. But as against this, it may be said that it acts to 
a certain extent as a brake on undue expansion of currency 
and credit in times of prosperity. An element of elasticity 
was, however, introduced in the English system in -1928 
when it was provided that the Treasury could authorise 
the fiduciary issue above ^260_miHion.. to_ a special amount 
for not more than two year’s altogether from the date’ on 
which the authority was finally given. We know already 
how the figure of fiduciary issue was raised gradually 
from the original of ^1,200,000 when the Bank was 
formed to ^19,750,000 by 1921 when the last private 
banking firm’s issue lapsed to it. But during the last 
war, the Treasury had issued £1 and 10s. notes and in 
1928, the liability of this issue was also transferred to the 
Bank and the limit of its fiduciary issue .was raised to 
^£260 million. Since then, it has been raised and lowered 
several times. 2 The English system has been followed by 
Japan and Norway, and a variation of it has also been , 
adopted by some other countries. 

The second method is that of a fixed legal maximum of 
note-issue. It was followed by France from 1870 to 1928. 
Lemoine says, ''It was altogether too rigid and incapable of 
sufficient adjustments to the requirements of the present-day 
.money markets.*' It also provided no guarantee against > 
inflation as the parliament could raise the limit at any time 
without any sufficient reason whatsoever. 

~On July 18, 1945,- its note circulation - amounted, to about 
j£l301 million and bullion holding to about y^l’242 million. 
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The third method is that where notes are required to be 
fully covered b\ Government securities, and in addition 
limited to the paid up capital and reserves of the issuing 
bank. It was formeily employed in the United States in 
the case of the national bank notes Its shoitcommg is that 
it does not provide for elasticity. As Burgess said under this 
method notes are so fixed that they can neither be decreased 
readily in slack seasons and dull years, nor increased in busy 
seasons and periods of emergency. 

The fourth method is that w here a small percentage say 
25, <10, 33t or 40 of the total issue is to be kept in metallic 
reserve and the remainder is to be maintained m trade bills 
and Government securities with the further provision that 
subject to certain conditions and penalties the metallic 
reserve percentage may be allowed to fall below the statutory 
minimum. It was adopted in Germany m 1875 and with 
certain modifications m U. S. A. m 1914 with the introduc- 
tion of the Federal Resene system, and in various other 
countries after the last war. A great advantage of this 
method is that whije it provides sufficient elasticity' there is 
also a considerable guarantee against an undue expansion 
of the currency. 

The fifth method is that where just like the fourth 
method a small percentage of the total issue is required to 
be covered by metallic reserve but for the remainder there 
is no specification of the particular kinds of assets which 
may be used as such. There is, however, a further provision 
under this method which makes the notes a first charge on 
all the assets of the issuing bank. It gives the bank greater 
freedom of action than is possible under the fourth method. 
It was in use in Holland for many years and is in use in the 
Union of South Africa even at present. 

The sixth method is the proportional deposit method. 
Under this system, the issuing banks are required to deposit 
a fixed percentage of the amounts of the issues with the 
premier bank in gold or Government securities. This 
system prevails in United States, where member banks are 
required to invest a fixed percentage in securities and lodge 
them with the Federal Reserve Board. 

The seventh method is a variation of the fixed percentage. 
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wherein a fixed amount is to be kept in the form of gold and 
the remainder in the form of the securities of some foreign 
governments or the balances with the premier bank of a 
foreign country. In India, there was fixed fiduciary method 
•of note-issue from 18G1 to 11*20, and at present the fixed 
percentage-method is followed. 

Finally, it may be mentioned that the state has practically 
everywhere claimed a share in the profits of the central 
banks in view of the fact that the monopoly of note issue 
enables them to earn huge profits. In some cases, the 
accounts of the profits made by these banks out of their 
note-issue business and banking busrness are kept separately 
and the state receives the whole of the profit arising out of 
the former business. In other cases, provision is made for 
a dividend to shareholders at a fixed rate as a first charge on 
the net piofits and thereafter the whole goes to the state or 
else a division of the profits is made between the state and 
the shareholder on some statutory basis. In England, the 
whole profit arising out of the note-issue business of the 
Bank of England is handed over to the state ; while in India, 
there is a provision for the payment of a fixed dividend of 
to the shareholders and the remainder goes to the 
■Government. 

(2) The performance of the general hanking and agency 
services for the state and acting as its adviser in financial 
■matters. The older central banks performed these services 
to the state even before they were recognised as central 
banks. In the case of the new ones, the performance 
•of these services has been included in the preamble of 
the statutes which have brought them into existence. 
Now-a-days central banks rendei these services to the 
state, not only because it is more convenient and eco- 
nomical to the latter, but also due to influence of the 
public finance on the money market. The state is the largest 
receiver of revenue, and the biggest disburser of expenditure 
in any country, and unless the central bank acts as a banker 
to it, it cannot fulfil its duty and responsibility of controlling 
-or adjusting credit in the national economic interest. In 
•fact, it is because of its acting as banker, agent and adviser 
to the state, that the central bank can counteract distur- 
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bances to the money market caused by the receipts and 
payments of the Government. A central bank is also charged 
with the maintenance of foreign exchanges. State is usually 
the largest dealer m them and a central bank which deals in 
these on its behalf is enabled to perform this duty very 
successfully. The bank being in close contact with the 
money market is in a better position to advise the state on 
matters relating to finance as a ell in the interest of both. 

In its capacity as the Government’s banker, the central 
bank keeps the banking accounts of the various governments 
and departments, receiving all deposits of both capital and 
revenue nature, and making all such payments on its behalf. 
It also makes temporary advances to them in anticipation of 
the collection of revenue or the raising of loans from the 
public. A central bank does not, in fact, lend to the state 
permanently. No doubt, some central banks were started 
with the sole purpose of lending . permanently to their 
Governments yet restrictions have so often been placed on 
their power to do so. We have read that the Bank of 
England was started with a view to lend £1,200,000, the 
whole of its initial capital to the state, and it made further 
advances from time to time till 1800 when its permanent loan 
had increased to £11,886,000. In 1883, this amount was, 
however, reduced to .£11,015,000 at which figure it has 
remained ever since From 1857, the Bank of France also 
began to grant permanent loans to the state and by 1926 
these had reached the huge figure of ,£38 milliard 3 . In 1928, 
however, it was reduced to 200 million francs, the" figure at 
which it had stood before the outbreak of the last Great 
War. This was effected 'partly out of a new long term loan 
raised from the public and partly out of the profit' resulting 
from the revaluation of the gold and exchange holdings of 
the Bank based on one-fifth of the former gold parity of the 
franc’. But a little later, it granted a further loan of if 
milliard francs. Again, beginning from 1935 and 'ending in 
November 1938, it had made provisional 'advances to the 
state to a total sum of 50 milliard francs. But by a conven- 
tion concluded between the Bank and the State at this -time 
the profit resulting from the revaluation 1 of the former’s gold 

3 Milliard=A thousand millions. 



CENTRAL, BANKING , G9 

holdings at 170 francs to the j£ r was allocated towards part 
re-payment of the provisional advances and the permanent 
state debt to the Bank was raised from 8,200 million francs 
to 10 milliard francs. These are only two instances! Almost 
every central bank has "granted permanent loans to its 
Government in periods of emergency. Restrictions always 
followed on further loans, which had to be withdrawn again 
and again. Besides granting such loans, central banks also 
purchase and re-discount Government securities and bills of 
considerable amounts. Two of the important central banks 
of the world, namely, the Bank of England and the Federal 
Reserve Banks of the United States of America have since 
the Great War of 1914 — 18 been in fact helping their respec- 
tive Governments to a very great extent by this device. 

It may, however, be pointed out in this connection that 
the creation of additional central bank credit through grant- 
ing advances to the state also tends to bring about an 
arbitrary increase in the .available supply of bank cash which 
might lead to inflation of credit in the same way as its issue 
of notes does. This happened during and after the Great 
War of 1914 — 18 in various important countries of the world. 
When the central bank makes an advance to the Govern- 
ment, the latter hands it over to the public either in exchange 
of their .supply of goods or the rendering of services to it; 
These go to swell the bank deposits which in their turn 
increase their capacity to expand their investments, discounts 
and advances. * 1 

The Reserve Bank of India can make advances to the 
Government of the country to any extent but these must 
be repaid within three months from the date of the issue. 
But it can hold Government securities to the . aggregate 
value of its share capital, reserve fund and three-tifths . of 
the deposit liabilities of the Banking Department, But. 
of these, those maturing after one year and those maturing 
after’ten years should not ex'ceed its capital and reserve 
plus in the order of mention two-fifths and one-fifth of the 
deposit liabilities , of the Banking Department. The pre- 
dominance assigned to short-dated securities is of course 
intended, to save it from wide fluctuations in prices and- 
ensure liquidity. 
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As the Government’s agent and adviser the centra7 
bank is sometimes required to perform diverse functions. 
It manages the public debt, keeps transfer registers in 
respect of the stocks and certificates relating to it ; floats, 
converts or redeems Government loans ; issues and redeems 
Treasury bills ; carries on exchange-clearings and does 
other sundry business. 

(3) The custody of the cash reserves of the commercial 
hanks. The central bank gradually became the custodian 
of the cash reserves of the commercial banks when ther 
latter realised the advantage of keeping an account with 
the former particularly as it was the principal bank of 
issue, i.e., the bank whose notes commanded the greatest 
confidence and the widest circulation in the country. In 
fact, a balance with it served the same purpose as the 
money in their own tills Moreover, they regarded it a 
matter of prestige to -come in contact with tjie banker 
to the Government. The private banks of the eighteenth 
century England had realised all this and maintained^ 
their balances with the Bank of England. The joint 
stock banks too when they were established there, after 
1826 continued the traditional practice. In other countries 
also the same happened. With the establishment of the 
Federal Reserve Banks in the United States a new principle 
regarding bank reserves was, however, introduced, namely, 
a statutory provision that commercial banks must maintain 
with the central bank certain minimum cash reserves 
against their deposit liabilities. This feature has been 
incorporated in the statutes of many central banks estab- 
lished thereafter. In our own country, as we have already 
observed in a previous chapter all the scheduled banks are 
by law compelled to keep a balance of at least live and 
two per cent of their demand and time deposits respectively 
with the Reserve Bank of India. 

The centralisation of cash reserves whether laid down 
by law or governed by tradition is of great significance as 
far as the monetary and banking situation of a country 
is concerned. It forms a basis of larger and gieater credit 
elasticity in so far as it can be put to work to the fullest 
extent possible during periods of seasonal strain and emer- 
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central banks learn hv t,\p' in ncc 3 l - to what t c * adequate 
or otherwise at a particular time and may b* Kit to tvmt; 
according to thejr ovn t< tjuirt itKof 4 , In *hu bcj*»nn*nj* f 
when a rue central batik is *>1.*' ted tlu r«- mu t, however, be 
ro«R proM^'-m fot the intervening pui-id, 

7 litre are of count* *oim- cmtniric* v Inch imt'i t-e*cp 
huge amounts of reserves in oid«r t f < Ik able so nuct 
extraordinary dun mbs ■ >{ liwV.tl arising t.ul o( the pixnhir 
circumstances m which llitv ate pi mil ^ '('he 1 '* may 
belong to ,tnv of tin three t iteporm ■ (1) Time which 
have a predominant e of few t'porl commodities, c. , 
Argmtina, Biartl, Chile, Cartadi, Australia tml New 
Jit dand In rase their prices fall njvdlj tlu tr inlnnc of 
trade turns unfavourable and they arc re pure- 1 to imit 
di mauds of the foreigners liv e' polling mt tab (21 Tbo- c 
wbtcb po-*ess a large* volume of forugn abort-turn fund*; 
invented in tliun, e Gr< it Britain and U. S A. These can 
bt withdraw ii at any time. (.1) Those where there is a 
lack of confidence m the exchange value of tlu currency 
due to the intermittent political instability, eg., France, 
Before 1032 Bank of Copland kept only a small gold 
reserve. But after that it bad added com.iderabh to it 
whether against note issue or against Exchange Equalisa- 
tion Fund, Since the outbreak of the present war, the 
same has, however, been lost. The Federal Reserve Sy * tem of 
U. S. A. a bo keeps a huge stock of gold. Before passing 
on to another function of a cential bank, it mav be pointed 
out that some authorities regard the custody of various 
reserves as its charactciistic " function perhaps became 
several of these have been named reserve hanks fpr instance, 
the Federal Reserve Banks of the United States, the South 
African Reserve Bank, the Central Reserve Bulk of Peru, 
the Reserve Bank of New Zealand and the Reserve Bank 
of India. < 

(5) The re-discount of hilh of exchange, Treasury bills 
and other suitable paper offered by the commercial banks, 
bill-brokers and deaters and similar financial institutions 
and (6) the acceptance of the lender of the last resort, 
Commercial banks, bill-brokers and dealers and similar 
financial institutions do not usually approach the central 
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bank for accommodation ' as long as they have not 
exhausted their own resources or failed to supplement 
them from those of outside. Hence, a central bank is 
known as a lender of the last resort, and as it acts as such 
mainly through its re-discounting operations ; it is con- 
venient for us to take both these functions, /.<?., (5) and (6) 
together. ‘ But it may be said here that even the Bank 
■of England, while it performed the function of redis- 
count, was not prepared to assume the responsibilities of 
the lender of the last resort for a long time. As late as 
1 825, it confined its function cf re-discounting at first to the 
bills of the type it had always been accustomed to re-dis- 
count. It was only at the end of that year when the 
holdings by the banks and other financial institutions of 
bills eligible for re-discount were exhausted that it made 
some relaxations and that too not ungrudgingly. In later 
crises also it showed much reluctance, but by the year 1873 
when Bagehot’s book, viz., Lombard Street was published, 
it had begun to recognise unequivocally its responsibilities 
as such. All the other older central banks also followed 
practically the same process of evolution, and when the" 
Federal Reserve Banks of the United States were estab- 
lished in 1913, the function had come to be regarded as a 
sine qua non of central banking. It is, in fact, this 
universahdevelopment which went a good deal to impress 
upon several writers of repute including Hawtrey its 
importance to a central bank. The term re-discounting in 
the ordinary sense is applied only to first class trade and 
agricultural bills brought to central bank by commercial 
banks and other financial institutions which are temporarily 
in need of funds and want to convert some of their short- 
derm assets into cash. But in the wider sense, it is applied 
also to Treasury bills and to short-term collateral loans to ■ 
banks and other financial institutions against diverse securi- 
ties. Truly speaking, this tendency towards a wider basis of 
re-discounts has grown out of the recognition of the respon- 
sibilities of the lender of the last resort, and scarcity of first' 
class trade and 'agricultural papers. In recent years, there, 
has been a growing tendency towards overdrafts and open 
credits as the means of financing trade. Besides, the huge 
debts incurred byrvarious Governments' in • connection* with 
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llie Inst two war-, haw readied in cimrmou' growth 
of govtrnmrnt M.cnritu-s, in which onimvrrial bunks 
nnd " other hn metal institution*. kr p thr.r uvmcv red*.- 
narily in\cj*tt<h In «*{ <uny *uc ? i 

scC'intio can be offered to the central but!: fo- fouivi'g the 
bam*. of tts loan-.. “Tin function of ic Ur count ii. chy-vly 
a-soctated with the functions of note-s *'i»* ant! cm tody ot 
ca-di rc--cn.t5 both of winch when central! 1 -'-* tn the centra? 
bank greatly menace tlte *-top<* and extent of n-d- counting. 
The privilege of notr-iwtie cmH!---, the centra 1 bank to tm it 
bc.aay eh mantis for hand to hand currency, and the c-ntr.th* 
cation of cash rt-erns in the cuttial haul: g.vo*. it greater 
lending powers genuall).’’ 6 

Rut tins facilitv should not be abn cd by the comm* rent 
banks, in normal tinn s thev must depend ttj-on their own 
resources Again, ‘while a central bank should drfinitt ly 
i egarcl it as an important p irt of its duty to help banks m 
dictrtss and ac* as a lender of last n sort", this dots not imply 
that banl s have an irrevocable right to unlimited accnmnni- 
dation from the central b ml: under all circumstances’. In 
India there has been a good dial of misunderstanding regard* 
mg it till recently, and the Re. -cm- Rank of India was very 
much blamed for not go. mg nccotnmod lbon to the Travnh- 
core National Qudon Bank when it fell in difficulty m t !, r- 
tniddle of l'h'lS and ultimately clo-cd its doors. The po-ition 
was made clear in the Bank’s Memorandum, dated the 7tb 
December, 13 IS, on “Discounts for and Advances to Sche- 
duled Banks”, which is as. follows : 

"In conformity with the usual piactice of central banks 
in other parts of the* world and with a \icw to promoting the 
development of banking on sound lines in tins countrc, the 
Reserve Bank in catending its ciedit to the scheduled banks 
has to take into consideration not only the nature of the 
security offered to it but also the general character of the 
investments of the applying bank, the manner in which its 
biistness as a whole is bung conducted, w hethcr for instance 
it oilers exclusively high rates of interest in order to attract 
deposits, whether it seeks help from the Reserve Bank in 


c Central Banking, M. H. Da Kock, page 10$. 
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normal times when funds in the money market are ample- 
and whether it has been overtrading and extending an undue- 
amount of credit for speculative purposes in commodities or 
securities or indulging in unsecured business to an excessive- 
extent. It is to be noted in this connection that the Reserve- 
Bank is empowered by the Act to grant only temporary 
accommodation. With a need to ensuring that its credit- 
facilities are not abused in any way, the Reserve Bank may- 
call for such information or impose such conditions on the* 
borrowing scheduled bank as it may consider necessary, 
and a scheduled bank requiring assistance from the Reserve 
Bank is expected to supply such information as may be 
called for. 

Like any other bank, the Reserve Bank, of course,, 
reserves the discretion to refuse to re-discount the paper 
of any particular bank without assigning a reason. But 
scheduled banks which run on sound lines may always- 
expect to receive ready assistance from the Reserve Bank 
in times of emergency or stringency subject to their offering: 
suitable security." 

From this it is clear that a central 'bank can, in its- 
capacity of the lender of the last resort, also bring the 
commercial banks of the country to a standard ordinarily 
required of them. In the United States of America also, 
the position was cleared by the Federal Reserve Bulletin 
of October 1937, 

(7) The settlement of clearance balances between the-- 
banks. This function has been adopted by all central banks- 
as a matter of course or as a duty laid down by law, the- 
Bank of England in this respect too giving the lead. Accord- 
ing to Sprague, it was m 1 S54= that the plan was first- 
adopted by it. This was,' in fact, a logical step for it after 
the assumption of the role of the custodian of the cash 
reserves of commercial banks. Other banks followed suit. 
By our experience.we find that the cheques, etc., drawn on 
any bank and presented by other banks on behalf of .their 
customers for payment, over any period, tend to approxi- 
mate closely the cheques, etc., on them received from its- 
own depositors. The daily balances between these banks- 
may, however, vary considerably, but these can be adjusted. 
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•easily by means of debit and credit entries in their respec- 
tive accounts in the central bank. In case the clearing 
goes heavily against a particular bank for sometime and 
its balance with the central bank tends to fall below the 
’minimum required by law or maintained by tradition, it 
can re-discount with it and thus provide to make up the 
•difference. The process is very useful. First of all, it 
-facilitates settlements between different banks by means 
•of a very simple operation, viz , making entries in the 
‘books. Secondly, it economises the use of money in these 
operations. Finally, it strengthens the banking system of 
a country by reducing the possibilities of cash withdrawals 
during a crisis. 

In some of the countries where clearing* arrangements 
had been made long before the establishment of a central 
■bank- by the commercial banks themselves or where the 
•central banks did not take initiative in the matter in the 
beginning, there are of course independent clearing house 
institutions with constitutions and premises of their own. 
But there too the central bank apart from being its member 
has to perform also the function of settling the differences 
cbetween banks at the end of each clearing. In others, 
however, it usually provides for clearing house accommo- 
•dation, frames rules for the conduct of the operation, super- 
vises it and finally performs the function of settling the 
-differences as well. 

In England, there are independent clearing houses in 
London and in eleven provincial towns, though in the 
former the Bank of England has got its office, and in the 
seven of the- latter it has got its branches. The settlement 
is, however, effected through the Bank of England. In 
London, where it has an office, and in seven of the provin- 
cial towns where it has got its branches it is done by 
•cheques drawn on them respectively. But in four towns, 
where there are clearing houses but no branches of the 
Bank, it is done between the head offices of the banks in 
london by cheques drawn on their accounts with the 
London office in the same way as the differences in the 
ILondon clearings. 

In India, there were, autonomous clearing house lnstitu^. 
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tions at the more important places even before the estab- 
lishment of the Reserve Bank, r the conducting authority r 
in therff being naturally 'the Imperial Bank- which managed 1 
all affairs on- behalf of all the- members. The Reserve 
Bank although empowered by section 58 (f) of 'the Act 
to frame rules for the regulation of clearing, has not found' 
it necessary so far to frame any such rules, and clearing' 
houses consequently, continue to retain their previous 
autonomous character even now. It has, however, taken 
the conducting authority of some of them on its shoulders. 
But there are, even’ now, two places, viz., Calcutta and 1 
Cawnpore, 1 where in spite of having its-’ banking office and 
branch respectively; it has left the conduct of :this opera- 
tion upon others. In the former, it is done by a supervisor 
appointed by the General Committee of the ‘Clearing Banks' 
Association, and in the latter by the Imperial Bank. of 
India.,. The members do, -however, settle their clearing differ- 
ences in all these places by means of cheques drawn on 
their accounts with the Reserve Bank of India only. There 
are places • as - well where the Reserve Bank has neither an 
office nor a branch, and hence in them Imperial Bank of 
India is not only the conducting) authority but also the 
agency for the settlement of -the difference- thereof. 

(8) The control of credit in ' accordance with needs of 
business and with a view to the maintenance of the monetary 
standard addpted by the state. This function is, in fact, the 
most important of all'others. Shaw says in this connection, 
“The one true, but at the same time- all suffering .function 
of a central bank is control of credit.’’ The main reason for 
this- is that credit has come to play a- predominant part in 
the settlement 'of- morietary and business transactions of all 
kinds. It is said that almost 90 per cent of all payment in 
cou'ntries'hke Great- Britain and U. S. A. are-made by cheques 
instead 1 of coins and notes. This being the case, credit has 
become a powerful force - for good or evil, and hence 
requires control 'in the best interests of the country. Besi- 
des its issue or withdrawal, being essentially a banking 
function, “its' control should be -vested an- a bank .rather 
’than in a : State department aftd-in one bank .rather than in a 
number of banks. --Regarding the object' of control, it 
-may be -said tliat- 'there is- a great, difference of opinion.. 
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The traditional object and the one which till recent years 
•was the most predominant was that of keeping exchange 
rates stable. In the case of our own country, it applies 
•even now. But stability of exchange rates does not 
necessnuly mean stability of prices and often it was accom- 
panied by severe fluctuations in them If we give sufficient 
•consideration to the question, we find that the stabilisation 
of price’s is of greater importance than that of exchange 
rates. . It is a matter of common knowledge that changes 
m the price level cause a host of changes and disturbances 
in the present chv economic structure which in their turn 
bring about serious maladjustments with dire economic and 
social consequences. Besides, experience shows that the 
laying of greater stress upon the maintenance of stable ex- 
change rates has often placed such countries at the mercy of 
one 01 more of the principal countries. This has been 
the case with India since her adoption of sterling exchange 
standard. The monetary policv of the country has always 
been based upon that of the United Kingdom, though the 
conditions in them have not always been identical with the 
result that the interests of the former had so often to be 
jettisoned. In contradistinction to the maintenance of the 
stability of either the exchange rates or prices as the object 
of the credit control, there is aho the elimination or smooth- 
ing out of the business cycles. It is being held these days 
in an increasing degree that the maintenance of a normal 
aijd steady rate of growth in business activity and the pre- 
vention of booms or slumps should be its first aim, and 
every other, next. 

As regards methods of credit control, we find different 
central banks using different methods at different times and 
sometimes they have to use more than one of them Simulta- 
neously. Of these, bank rate policy and open market oper- 
a ions are very important. We shall, however, take notice 
-of them in a greater detail in the next chapter. But the 
extent to which a central bank can control credit in any 
-country is dependent upon various factors. First of all, there 
is the stage of development of the money market and the 
degree of interdependence and contact between the central 
bank and the money market. The majority of countues 
•do not have organised money markets. In our country 
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there are two money markets— indigenous and modern— 
without any relation between them. The indigenous market 
•seldom seeks accommodation from the modern, and the 
modern, as we shall see later on, seldom seeks accommoda- 
tion from the central bank of the country. Then, there is the 
proportion of commercial banks which are active members of 
the central banking system. Thirdly, there is the degree 
of co-operation between the central bank, and the commer- 
cial banks, and 'finally there is the moral influence of the 
central bank not only over the banks but also over other 
financial institutions. These vary in different countries. 
But the central banks can improve the conditions by adopt- 
ing a policy to that end. 

ITS RELATION WITH THE STATE - 

In view of the importance of the functions performed 
by a central bank, it is necessary to say something of its 
celadons with the State. In almost every country, the 
Government has found it necessary to control the activities 
■of its premier bank in one way or the other. The tendency 
-of the nineteenth century was somewhat to stress this in the 
-very statutes. The World War 1 period, however, exhibited 
in an extreme degree its dangers, and since then the tide 
has changed. The Brussels Conference Resolution of 192(J 
to the effect that “banks and specially a Bank of Issue 
■should be freed from political pressure and should be con- 
ducted solely on the lines of prudent finance” voiced the 
general feeling. Nevertheless, for obvious reasons, “most 
countries have recognised that the Government may rea- 
sonably have some influence in regard to the constitution 
•of the governing body of the central bank ” 

First of all, there are some banks whose capital is 
entirely owned by the state, or jointly by the' state and 
private shareholders, or the state and the commercial 
banks, or the state, the commercial banks and private 
shareholders. A controversy regarding the ownership of 
the Reserve Bank of India bad also arisen as early as 1927, 
But in the end when it was established, the principle of 
private ownership had ‘ been firmly recognised. It may, 
m this connection, be said that the question of state 
•ownership is not of any importance, since without it also, 
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the governments can exercise their- control over the 
central banks in various ways. .Then, the chief executive 
officers may be appointed by the Government either on 
its own initiative or with the advice oi the. Board ot Direc- 
tors or with the approval of the Legislature. Even if the 
state does not oval the capital, it does not mean that it 
cannot participate in the appointment of the directors. In 
several countries including India, the governments appoint 
some of the directors, in spite of their not holding any 
shares in the central banks. 

TEST QUESTIONS 

1. ‘Central banking as a specialised business has comeinto 
prominence only during _ the- present century.’ Comment on 
this statement. 

2. What are the usual central banking functions 7 Is it 
essential that a central bank should not ordinarily undertake- 
commercial banking functions ? 

3. What do you understand by a complete - monopoly or a 
residue monopoly of issuing notes 7 When and how did the- 
important central banks assume the complete monopoly of note- 
issue 7 Discuss the advantages of this privilege. 

4. What are the different methods of the regulation of the 
issue of notes 7 Explain and illustrate each one of them. 

5. What do -you understand by the term ‘a banker to the 
Government’ 7 _ Are the central banks, allowed to lend to their 
respective Governments 7 Show,’ by means of illustrations how 
restrictions m this respect have been more than once violated. 

6 Show how far the Reserve Bank of India can help the- 
Govemment financially. 

7. In what different ways the central banks act as custodians- 
of the reserves of the commercial banks 7 Discuss the ad- 
vantages of this function. 

8. What form does the custody of - the nation’s metallic- 
reserves with a central hank usually take ? On what does the 
-actual amount depend ? . Illustrate your answer by examples. 

9. What is the relation between the functions of granting: 
re-discounting facilities and acceptance, of the, lender" of ,the= 
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last resort ? Show how the latter function has been gradually 
evolved. What is the policy of the Reserve Bank of India in 
this connection ? 

10. What is the principle of 'clearing' ? Discuss its ad- 
vantages. What part does the central bank' play with regard 
to it ? Illustrate your answer by means of examples taken 
from the arrangement in England and India. 

11. What do you understand by the term ‘control of credit 

by the central bank’ ? What should be its aim,? Mention two 
of the most important methods of doing it. , 

12. What is the usual relation of a central bank with its 
state ? Illustrate your answer by means of examples. 



CIUPTER VII 

CENTRAL BANKING — [Continued) 

Before the Great War of lDli-18, the principal method 
of credit control was the bank rate policy. 

bvsk iuti: 

Meaning and' Implication. Bank rate is the rate at 
which a central bank is prepared to re-discount first class- 
bills. It is fi\cd and announced every week on a particular 
day as a result of the deliberations in a special meeting 
of the bank directors, and except under most unusual 
circumstances, is not changed on any other day. At pre- 
sent, it is also the rate at which a central bank is prepared 
to make advances to its member banks on the basis'of first 
class collaterals. The change has been made on account 
of the considerable shortage of bills and increase of Govern- 
ment securities and Treasury bills. The shortage of bills 
has been brought about by a number of causes, and the 
most important of them is the tendency of the -commercial 
banks to grant overdrafts, cash credits and collateral 
loans in an increasing number to their' customers. Then,, 
formerly bills arose also out of the remittance business of 
the traders, but now-a-days it is not necessary. Tiie 
number of commercial banks has been increasing and they 
perform almost the whole of this business by issuing bank 
drafts. All this is true of London in the same way as of 
other places. Besides, in London prior to the first world war, 
there was a considerable discounting of foreign bills, as it 1 
was the only international market at that time. But since 
then other places, and specially New York, have also deve- 
loped such markets, consequently the discounting business- 
has been divided between them. The number of foreign 
bills has also undergone a decline because of the impedi- 
ments to foreign trade as a icsult of the protectionists’ 
policy followed by different countries. On the other hand, 
the increase in Government securities and Treasury bills 
has been brought about by an increased indebtedness of the 
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Governments due to the world wars I & II and inter-war 
period difficulties. 

Application as a Method of Credit Control . Bank rate 
policy, as a method of credit control, began to be applied 
first of all by the Bank of England in 1839. Prior to this 
bank rate was either 4 or 5 per cent. When the market 
rate of discount tended to fall, the Bank did not follow it 
below 4 per cent. ; which resulted in its not getting any 
bills. But the absence of the 'Bank’s competition soon 
brought the market rate of discount to 4 per cent which 
again brought the bills to the Bank. The Bank was also 
not empowered to raise the rate above 5 per cent owing 
to the operation of the usury law (this was relaxed in 1833 
for bills of exchange up to three months’ duration ; and a 
few years later for bills of any currency). But this does 
not mean that it made no attempts to control credit. It 
adopted other methods viz. (1) that of the rationing of 
credit by limiting the amount available to each applicant, 
and (2) that of the shortening of the currency of bills 
eligible for discount. In 1839, bank rate was raised first 
to 5J per cent and then to G per cent. But along with this 
raising of the rate, there was also a reduction in the eligible 
currency for bills from 95 to 30 days. It was, however, 
after the passing of the Bank Act of 1844, that the bank 
rate policy began to be used as a method of credit control 
with an increasing force. And as the Bank gradually 
accepted the position of being the lender of last resort 
thereafter, other methods previously adopted by it were 
found to be quite incompatible with its duties and respon- 
sibilities in that capacity and had to be abandoned. In 
184 1 , there was a crisis, and an opportunity was provided 
to the Bank to test the real strength of the new weapon, 
but for some time the authorities sat at rest, and when 
they raised the rate it was too late to be immecfiately effec- 
tive. The Government had to intervene, and that part of 
the Act of 1844 which required the Bank to cover all notes 
issued beyond the fixed fiduciary limit by gold was suspend- 
ed for a short period. But the necessity of its use did not 
arise at all. Its mere provision was enough to subside thb 
panic. During the crisis of 1857 and 1866 also, it did not 
move hastily and raised its rate only when there was an 
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outflow of gold, and not when undue expansion of credit 
had begun to take place Hence, on these two occasions 
as well provision had to be made for the suspension referred 
to above, and at the time of the former crisis, its use had 
to be actually made. But when in 187.5 again, it had to 
face a difficult position, it moved hastily and successfully. 
During further crisis too it did the same and with success. 
In 18'JO, on the one hand, it raised its discount rate 
and thus put a check to the expansion of undue credit, 
on the other it undertook, in co-operation with other 
English banks and financial houses, to guarantee the pay- 
ment at maturity of all obligations of the firm of Baring 
Brothers which had failed. This resulted not only in 
allaying public alarm but also enhanced the prestige of the 
Bank. But gradually newer methods of credit control 
such as 'borrowing from the London market, raising its 
buying and selling prices for gold within certain limits 
and arranging for or accepting credits from France and 
Russia, also began to be adopted with a view to conti ol the 
credit,' though it may be safely said that the mam reliance 
prior to the world war I and specially since the passing of 
18t4 Act was placed upon the bank rate policy. Other 
central banks also took advantage of the experience gained 
by the Bank of England in respect of its adoption for 
credit control. But nowhere it was employed to this 
extent and with this frequency. According to Loubet the 
Reichsbank (central bank ot Germany) changed its dis- 
count rate S4 times between 1S75 and T'JOO compared with 
167 times in the case of the Bank of England and 25 times 
in the case of the Bank of France. There were certain 
reasons for it. (1) London, being a free gold market, was 
regarded to be the best place for the investment of foreign 
capital, and as such when this capital was withdrawn as a 
result of complications and disturbances anywhere in the 
world, there arose difficulty. (;) The gold reserve of the 
Bank ol England during this period was relatively small 
in comparison with the size of the British credit structure. 
(31 The investment of British capital in other countries 
resulted in a constant drain on the banking resources of 
Great Britain which in its turn resulted in a periodical 
tendency towards over investments, over expansion of pro- 
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duction and trade and over speculation. These could only 
be checked by raising the bank rate and sometimes very 
drastically. 

Bank rate policy could be used as an effective method 
of control only on the assumption that the changes in the 
discount rate of the central bank would tend to bring about 
more or less corresponding changes in other money rates. 
A close relationship existed in England between different 
money rates. Bank rate was, thus, usually higher^ than 
the market rate of discount. This was, so to say, a penalis- 
ing rate, and the market sought for accommodation from 
the Bank of England only after all outside sources had been 
tapped. But it was also the lowest rate at which the Bank 
was prepared to re-discount first class bills ; for inferior 
classes of bills it charged higher rates. The rate charged 
by the Bank for collateral advances was also different from 
this. It was J per cent above bank rate. Upon the changes 
in the bank rate depended the changes in the market rate 
of discount. 'The rate of interest allowed by the banks 
on deposits subject to seven days' notice was usually lb 
per cent below the bank rate. In 1921 the margin was 
widened to 2 per cent. The call rate in turn was usually 
fixed at b per cent above the deposit rate. With regard 
to the rate charged by the banks on advances to their 
customers, a margin of one per cent above the bank 
rate was usually maintained subject to minimum of 5 
per cent. There were no doubt occasions when this rigid 
relationship was not followed, but ordinarily this was the 
practice. But in other countries, there was no such fixed 
.relationship between the bank rate and other rates, and 
hence, the bank rate policy of the central banks in those 
countries did not prove to be a so very effective weapon 
for the control of credit. The factors upon which the 
extent of the credit control of a central bank depends have 
been already discussed 1 and it has been observed that in 
none of the countries except England they could be found 
to perfection. 

When the Federal Reserve Banks began operations 


1 See Chapter VI. 
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in 1914, they tended towards the adoption of the Bank o 
England’s technique of credit control and took an active 
part m promoting the establishment of a well-developed 
money market in New York. They were no doubt suc- 
cessful, but the relationship between bank rate and other 
money rates was set up there a bit differently as com- 
pared with London mainly due to different conditions. 
In Great Britain, banks did not seek accommodation from 
the Bank of England directly. What they did at the time 
of stringency was that they called up their loans from 
bill brokers and others and refused to discount their bills. 
This naturally compelled the market to approach the 
lender of the last resort which dictated its own terms. In 
contrast to this in the United States the member banks dealt 
directly with their Reserve Banks. Next, while the bank 
rate in the former was the lowest rate at which accommoda- 
tion could be obtained from the central bank, it was not so, 
in the latter. ‘Apart from the discount rate the Federal 
Reserve Banks quoted a buying rate for bankers’ accentances 
dealt with in the open market, and this rate was naturally 
lower than the discount rate and frequently as low as the 
market rate for the purpose of assisting and maintaining a 
bill market.’ Hence while the member banks got accom- 
modation from the Reserve Banks by discounting commer- 
cial papers at a higher rate, the market obtained it by 
discounting bankers' acceptances at a lower rate. The result 
of this was that the bank rate policy could not be adopted as 
a method of controlling credit there as it could be adopted 
in Great Britain. Thirdly, during the greater part of the 
career of the Federal Reserve Banks, there was a surplus of 
gold reserves in the United States, and this could be used as 
a basis for the expansion of currency. To these may be 
added also such factors as the wide scope and strong inclina- 
tion for speculative activity and the lack of independence on 
the part of the Federal Reserve Banks in the matter of fixing 
bank rate. There are instances of the declining of the 
Federal Reserve Board to sanction the increase of the bank 
rates proposed by the Federal Reserve Banks at various 
times. 

During and for various periods after the world war I, the 
central banks could not follow bank rate policy, as they 



CENTRAL BANKING 


87 


had to act in the interest of the financial requirements of 
the state. But as soon as the international gold standard 
was restored, and the central banks were freed to act in 
their own way, the bank rate policy began to be adopted 
again with a view to control credit, though its importance 
as such tended to decline relatively to other methods of 
■credit control, e.g., open market operations, moral suasion, 
•etc. We have already observed 2 the causes of the shortage 
of bills, and also the fact of the central banks’ having 
extended the application of the bank rate to the loans on 
the basis of Treasury bills and Government securities. But 
this did not help them for long as certain other conditions 
had changed and was changing considerably. The important 
money markets were in an abnormally liquid state, mainly 
due to an enormous increase in their stocks of gold 
whether held by their central banks or by the State 
Equalisation or Stabilisation Accounts. The influence 
■of the Treasury on the money markets as compared to that 
of the central banks had also greatly increased due to an 
increase in the amounts of Treasury bills outstanding at a 
particular time. Besides, since the world-wide suspension of 
the gold standard, managed currency has been adopted, and 
not only this but also a sort of planned economy is being 
followed these days in almost every country in place of a 
natural economy which piovided for a substantial measure 
of elasticity to prices, wages, production, and trade and thus 
allowed them to respond to changes in money rates and 
•credit conditions. Wagemann says “Bank rate policy 
presupposes an economic system in which the price, wage 
and interest levels — at least in greater part — are readily 
movable." But these are not readily movable under a system 
of managed currency and planned economy and hence the 
bank rate policy too cannot be effective. 

But in spite of this, bank rate is quoted week after 
week by almost every bank. In many cases their statutes 
.actually contain a provision to the effect that they must fix 
and publish it. This shows its importance even in these 
•days. First of all, it indicates the rate at which credit 
can be obtained from the central bank on the basis of 


"See Chapter VI. 
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certain types of paper. Secondly, it serves to give an idea 
as to the level at w hich credit should be made available 
in general. And thirdly, it is a reflection of the central 
bank’s opinion of the credit situation and somettmes of the 
general economic position in a country. In the words of 
Gibson, a rise m it may be regarded as the amber-coloured 
lmht of warning of a robot system of finance and economics. 
To quote Addis ‘the same is a danger signal, the red light 
warning to the business community of rocks ahead on the 
course in which they are engaged.' While a fall in it may 
be looked upon as ‘the green light indicating that the coast 
is clear and that the ship of commerce may proceed on her 
way with caution.’ 1 

APPLICATION OF THE OPEN-MARKET POLICY AS A METHOD 
OF CREDIT CONTROL 

It has already been observed that along with the bank 
rate policy, Bank of England had begun to apply other 
policies also for the purpose of the control of credit even, 
before the w orld war I and post-War period. Out of them,, 
open market policy continued to get greater and greater pro- 
minence, and at present instead of being adopted merely as. 
a subsidiary and complementary method to that of the bank 
rate policy, it is being adopted as an independent method. 
This policy implies in fact the purchase or sale by the 
central bank in the market of any kind of paper in which 
it deals, whether Government securities or other public 
securities or bankers' acceptances or trade bills. But in 
practice central banks make purchases or sales of only 
Government securities — both long term and short term. 
Other public securities are for obvious reasons disregarded 
by them, and this has been made possible as a result of the 
enormous increase in the state floatation of loans, both 
long-term and short-term since the first Great War. The 
principal reason for using this term for these purchases and 
sales is that in this case it is the central bank which goes 
to the market, and not the market w'hich goes to the 
central bank. 

But this policy may be effective only under certain 
conditions. First of all, it presupposes that banking habit 
h considerably developed in the country and that there 
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is no surplus money lying in hoards, which may be used 
for the purchase of the securities when they are sold by 
the central bank. The effect may also be counter-balanced 
if the securities arc purchased by the foreigners who send 
gold in exchange for them. Secondly, it is necessary that 
any increase or decrease in the cash or bank balances 
of the commercial banks must have its repercussion directly 
on their manufacturing of credit. There are many circum- 
stances when commercial banks are deterred from employ- 
ing increased cash or bank balances for the manufacture 
of credit or vice versa. Thirdly, it is not only the question' 
of the willingness of the commercial banks to act in the 
desired direction, it is also the question of the preparedness 
of the entrepreneurs to take the risks and the availability 
of the reliable borrowers. In the absence of both of these 
an expansion of credit does not take place in spite of the 
willingness of the banks to do so. Conversely, the prospects 
of business and speculation may appear so attractive to 
the entrepreneurs that the banks may not be able to reduce 
their demand for credit even if they try to do that. Finally,, 
there is the need of the velocity of the bank deposits to 
remain constant. Ordinarily this velocity tends to increase 
during periods of rising business activity and decrease 
during those of declining business activity. However, in 
practice none of these conditions arc found in existence to- 
the full extent in any of the countries. But normally, open 
market policy is considerably elfective in at least the most 
important countries these days. The significance of the 
open market policy is that 'its operations tend to increase 
or decrease the supply of bank cash and that such changes 
ordinarily tend to bring about changes in money rates and 
credit conditions which in their own turn bring about 
corresponding adjustment in the price level and general 
business activity, if there is a break anywhere, the desired 
effect is not obtained. 

Speaking about this policy as far as London is concerned,. 
Click, a London bank economist says that “the Bank of 
England can and does act forcibly and deliberately to- 
bring about, by direct action on cash reserves, either an 
expansion or contraction of bank deposits and as such, 
controls credit." The main objectives of this policy by 
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’the Bank of England have been summarised by M. H. 
X>e Kock in the following lines • 

(1) to make bank rate effective or to prepare the ground 
•for a change in the bank rate ; 

(2) to avoid disturbances in the money market as a 
result of movements of Government funds or seasonal 
movements generally ; 

(3) to offset the inflow and outflow of gold ; 

(4) to support Government credit in connection with 
the issue of new loans or the conversion of existing loans ; 
and 

(o) to create and maintain conditions of cheap money 
as an aid to business recovery. The same may be said of 
the objectives of the open market policy of the Federal 
Reserve System of the United States, though with import- 
ant differences in degree or emphasis and in the scale of 
operations. 

The Reserve Bank of India too has been given the 
power to undertake open market operations if necessary 
and the conditions upon which the extent and effectiveness 
of these depend have also been sought 3 to be created as 
•far as possible. But so far, there has not arisen any 
■occasion for it to undertake these open market operations. 

APPLICATION OF OTHER METHODS OF 
CREDIT CONTROL 

A mention of some of these has already been made in 
connection with the discussion of the bank rate policy 
•method. It has already been mentioned that prior tc^ 1839, 
the Bank of England adopted the methods of (i) rationing 
of credit by limiting the amount available to each appli- 
cant and (ft) the shortening of the currency of bills eligible 
for discount, and in this year, along with the adoption 
of the bank rate policy, it adopted the second method 
also and actually reduced the currency of eligible bills - 
from 95 to 30 days It was also pointed out in the 
same connection that the bank followed gradually newer 
methods such as borrowing from the London market, 

3 See chapter on the Reserve Bank of India. 
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raising its buying and selling prices for gold within certain 
limits and arranging for or accepting credits from France 
and Russia. In recent years some more methods have 
-come in vogue. But before dealing with them we must, 
•first of all, take up the method of the rationing of credit 
•once more, as it appears to have acquired considerable 
favour by the authoritarian states. In fact, it is, in a 
large measure, a logical concomitant of national planning 
schemes adopted by them. 

Rationing of Credit. Germany adopted this method 
in 1924 in order to save the newly stabilised Rentenmark 
■from going down. It adopted the same in 1929 as well, 
■''when the Paris negotiations in connection with the 
"Young Plan led to the withdrawal of the money from the 
•country and to attacks on the home currency. A further 
occasion for its adoption arose in 1931 when Reichsbank 
prevented the collapse of large banks by fixing credit 
■quotas. In -Russia, this method has become an important 
factor in general economic policy of the State Bank. 
Katzenellenbaum ' points out that the bank rate 'of the 
central bank 'is neither an index of the supply and demand 
of loan funds nor a regulator of such supply’, but that 
•'the State Bank is guided by another principle in regard 
to the investment of its inflowing funds, namely, the alloca- 
tion of funds among financially sound credit aspirants in 
accordance with a definite plan,’ and that 'at times when 
the demands for credit exceed the State Bank's available 
resources . . . the State Bank is obliged to divide these 
funds in some definite way among the enterprise which 
have need of them.’ During world war II, this method was 
msed by democratic governments as well. 

Direct Action and Moral Suasion. Direct action 
may. be taken to include moral suasion, but M. H. De- 
Kock has tried to draw a line of distinction between 
the two. According to him the former is said to embrace 
"only those cases where the central bank decides or 
is compelled to take coercive measures against a com- 
mercial bank” while the latter "is applied to those cases 
where the central bank endeavours to achieve its object 
by making suitable representations to the institutions con- 
cerned and relying on its moral influence and power of 
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persuasion". These methods have been used in one form 
or the other at various occasions by central banks "either 
as alternatives to discount rate policy or to open market 
operations or m conjunction with them. 1 ’ In the United 
States of America when Federal Kc-suve Board refused 
to sanction increases m the bank rate and specially in 
1928-29, it pointed out these methods as alternatives to the 
proposal, but on the authority of Clark, it may be sud that 
the experience of the Federal Reserve Bulks with them 
has been of such a nature that they may be regirded only 
as of limited value and should be u-ed with caution. They 
have been employed by Rcichsbank also on various occa- 
sions, and perhaps with a greater success. But tins was 
due to the threatenmgs ot drastic action which are only 
possible to be resorted to only in an authoritarian state. 

Changes in Minimum Cash Reserves of Commercial 
Banks. It was noticed during the* course of the discussion 
of the cash reserves of commercial banks m Chapter V 
that in several countries there is a provision for keeping, 
a lived percentage of the demand and time liabilities with 
the central bank. In recent years central bulking authori- 
ties ha\c used the power of increasing or deceasing this 
limit. It was first introduced m the United States in 1933 
and amended in 1935. The Act gave power to the Board of 
Governors of the Federal Reserve system to change the 
member banks’ resuve requirements by regulation "in 
order to prevent injurious credit expansion or contraction”. 
In August 193d it was brought into use for the first time. 
The reserve requuements were raised by one half. The 
Board of Governors said at this time, "it is fai better to 
sterilise a part of these superfluous reserves while they are 
still unuse*d than to permit a credit structure to be erected 
upon them and then to withdraw the foundation of the 
structure”. The excess reserves of the member banks, 
however, again increased, as the continued inflow of gold 
had not abated, and hence, the Board of Governors, in the 
beginning of 1937, had to decide once more to make a 
further increase m reserve requirements in two instalments, 
and this brought them to double the minimum reserves 
existing before August 1936. In April, 1938, however, the 
minimum reserves were reduced by 12f per cent from their 
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•new high level. Other countries which have used this 
method recently are New Zealand and Sweden, 

No doubt, this method is a most useful addition to other 
methods of credit control, but at the same time, it has got 
certain limitations First of all, it may be pointed out that 
-the.reserves of all the banks do not increase or decrease 
simultaneously and to the same extent, and hence, its 
■uniform increase or decrease in the requirements laid down 
t>y the central banking authorities may have different effects 
vipoti different banks. Secondly, this method can bear the 
•desired fruit only when those conditions exist under which 
the method of open market policy can be effective. 

Changes in Margin Requirements of Security Loans. The 
•Securities Exchange Act of 1931 provides to Federal Reserve 
•system with a further instrument of credit control, viz., to 
make changes in margin requirements of security loans. As 
is obvious, this has been designed to assist the banks in 
controlling the volume of credit used for speculation in 
■securities. In 1936, the Board fixed a margin requirement of 
55 per cent for loans by banks or brokers to their customers 
for the purchase of stock exchange securities. Then, in 
November 1937, it was reduced to 40 per cent. During 
World war If it has been used in several other countries. 

Publicity. All the central banks publish various periodi- 
cal statements, reports and miscellaneous literature in 
one form or the other. But nowhere lias this been used 
so much with a view to control credit as in the United 
States. Burgess holds that the statements of views of 
officials of the Federal Reserve system “have sometimes 
•constituted an instrument of policy fully as effective as 
specific action which might be taken". The Reichsbank 
/has also made a considerable use of this instrument. 

CENTRAL BANK’S TOWER TO ELIMINATE 
BUSINESS CYCLES 

It was pointed out in the last chapter in connection 
with the credit control function of the central bank that 
one of its objects is also the elimination or smoothing out 
•of business cycles and that it is being held these days in 
an increasing degree that the maintenance of a normal 
and steady rate of growth in business activity and the 
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prevention of booms or slumps should be the first aim and 
every other next. Before taking up the success or other- 
wise of the central, banks to achieve this end,, we must 
first of all understand what we mean by the terms ‘busi- 
ness cycles,’ ‘booms’ and ‘slumps’. The terrii ‘business- 
cycles’ has been derived from the cyclical nature of fluc- 
tuations in business activities. Wesley Mitchell defines- 
a business cycle ‘as any single succession of expansion and 
contraction of business activity, ic., between one period- 
of prosperity and another, or between one depression and 
another, irrespective of whether the transition from pros- 
perity to depression is. of the nature of a cnsis or merely 
a mild recession’’. On this basis M. H. De Kock holds it to 
consist of four successive phases, viz., prosperity, recession, 
depression and revival. Of these, prosperity period goes- 
by the name of boom period and that of depression by the 
name of slump period. As regards the causes of this- 
tendency, they are both monetary and non-monetary and as- 
far as monetary causes are concerned they can be held m 
control by the banks to some extent if not to the fullest 
extent. After a period of expansion and prosperity, reces- 
sion or crisis is brought about only because of exces- 
sive speculation. To quote M. H. De Kock again, “in a. 
period of prosperity and expanding activity a spirit of 
optimism and enterprise naturally prevails. At such times 
profits are easily made in business and to make still great- 
er profits the business community seeks to increase its 
turnover and call upon the banks for increased accommoda- 
tion. As a result of such constant pressure, banks may be 
induced to extend credits more lreely to manufacturers 
and merchants who in turn are encouraged by the evidences 
of prosperity to extend credit more freely to their own 
customers. Under such conditions of easy and excessive 
credit the ratio of business turnover to capital and the 
volume of trade and production of consumers' as well as 
capital goods tend to grow more rapidly as time goes on. 

In due course speculative activity becomes intense and 
a boom psycholog)' prevails. The process of increasing - 
profits, expanding trade and production, growing specu- 
lative, activity, and rising prices of land, commodities and 
securities cannot continue indefinitely however ; sooner 
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or later, the tide must turn, when the opposite tendencies- 
are set in motion and prevail until they have spent their 
force”. This speculative activity must be checked, and* 
no doubt banks have no means to bring about a change 
in the psychology to a very great extent, yet, they can 
check the people from giving bent to it at least to some- 
extent by withholding credit for such purposes and thus- 
eliminate recession. Sykes has drawn three important 
points from his analysis of the steps leading to a recession 
or crisis, viz., (1) there must be a speculative spirit abroad) 

(2) speculation acts by means of its effects upon prices, and'. 

(3) speculation acts upon prices by means of an increase 
in credit, and says that banks can '*by controlling credit 
control prices and hence speculative activity and thus 
eliminate recession. And, as a central bank is a leader 
of all the banks, it can always look to their general tone 
and give them warning and help such as take heed of it in 
case they fall in trouble. 

TEST QUESTIONS 

1. What do you understand by the term ‘bank rate’ ? What 
has led to change in its nature in recent years ? 

2. Show how bank rate policy assumed greater and. 
greater importance as a method of credit control in England 
and other countries in the nmeteeth century. Why is it that 
it has lost its ground since the Great War of 1914 — 18 ? 

3. What was the relation between the bank rate and other 
rates m the London money market ? In what ways did the 
bank rate of the Bank of England differ from those of the other 
central banks ? 

4. ‘Bank rate policy as a method of credit control was- 
neither so very effective nor resorted to with such frequency in 
other countries as m England’. What was the reason for it ? 

5. What do you understand by the term ‘open market 
operation’ ? On what does its successful adoption depend as a 
method of credit control ? Explain yourself clearly. 

6. Write short notes on the following methods of credit 
control : — (l) rationing of credit, (2) shortening of the currency 
of bills eligible for discount, (3) direct action, (4) moral suasion. 
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{S) changes in mtntmom cash reserves, (6) changes in margin 
■requirements, and (7) publicity. 

7. What do you understand by the terms ‘business cycles', 
‘booms* and ‘slumps’? lias the central bank power to check 
business cycles ? 



CHAPTER VIII 

CREDIT AND CREDIT INSTRUMENTS 

Modern commerce as also the modern large scale pro- 
duction have been made possible by the use of credit and 
credit instruments. In the words of Macleod, “What the 
steam engine is in mechanism : What the differential 
calculus is in Mathematics : that is credit in Commerce." 

WHAT IS CREDIT ? . 

Credit in its literal sense means trust or confidence. 
Actual y it means the postponement of payment. It may 
be defined as an exchange which is not complete until a 
certain period of time has expired. Credit involves three 
•essentials, viz., (1) exchange or transfer of value, (2) time, 
and (3) confidence — confidence both in the integrity and 
capacity of the borrower. 

Nature. Since the industrial revolution, credit has 
been assuming such importance that some people are 
inclined to regard it as real wealth, true capital, and a 
factor of production. In order to decide whether this is 
so, we must find out if credit alone, without the help of 
anything else, is capable of satisfying human wants, which 
is tlie chief characteristic of wealth. And if the answer 
is in affirmative, we must further find out if it can be used 
for production, as wealth used for production is capital. It 
is on the basis of these findings that we shall be able to 
decide finally if it is a factor of production. First of all, 
credit is not wealth in itself. Howsoever confidence we 
may have in some one, this confidence alone will not 
enable him to raise capital, if none has got some wealth to 
give him. But as we have already seen, banks grant credit 
far in .excess of the money they possess. In so far as this 
happens |here are people who say credit is certainly wealth. 
But the fact is that this multiplied wealth has for its basis 
some real wealth without which it could not have come 
into existence. We can, then, say that credit multiplies 
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wealth and when the same it u*eJ for production credit gticn 
it »U form of capital. In short, credit mate* wealth more 
u«cful. U is not, therefore, a factor of production, hut a 
method of production. It maK* capital more efficient in 
the tame way as Dunoon of Labour maker labour more 
efficient. 

Form*. Credit ha* vurimr- fotms c. jc-, commercial 
credit, bank credit, public credit, industrial or capital credit, 
individual or personal credit. When merchants buy com* 
modi tie*, on the bass of their credit, it >* known a* com- 
mercial credit. But tin* credit is verv limited in scope anti 
'-non terminate.’. In older to extend it* area am! time, 
it mud be exchanged with bank credit. Hills of exchange 
lepresent commercal credit. Their circulation i* limited. 
But a* *0011 as tbev are exchanged with bank credit — 
notes and other instrument* like Inn! ere acceptance* and 
letters of credit — they can be circulated over a much wider 
area. These are only some ptr-oii* who know a particular 
merchant, and lie cannot buj goods on credit from other* 
on Ins own credit. But a* own a* he gets it exchanged 
with bank credit, lie can buy good- . The bank allows him 
to draw cheques and bills. Hie latter are usually allowed 
to be drawn by the ueditors of the merchants, and v.e 
have already vJcn enough of them in Chapter V under the 
heading of acceptance business. Public credit means the 
borrowing operations of Government* by mean* of interest 
bearing securities. Cap'tal or industrial credit refers to 
the borrowing of finance by industrial concerns. Indivi- 
dual or personal credit refers* to the obtaining of individual 
of goods and money for consumption on credit. These 
credits maj be obtained either bv mean* of credit instru- 
ments of which we shag study in detail subsequently, or 
by mean* of book entries, 'in the latter case, it i* Known 
as book credit. 

Advantages. Credit gives rise to credit instruments 
•which serve the purpose of metallic currrency. They 
(a) constitute a cheaper medium of exchange than metallic 
money, (?,) arc more convenient to handle, and (c) fill 
up the shortage of metallic currency which alone cannot 
fully meet the requirements. These instruments set free 
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much of the precious metal which can be put to other uses. 
They make the transmission of money cheap to distant 
places. Settlement of foreign payment is much facilitated 
through them. 

Credit also makes possible the collection of unspent 
incomes of the people. The habit of thrift is thus incul- 
cated in masses. This collection, in its turn, is placed at 
the disposal of those who are best fitted to use it for further 
production of wealth. The vast production that has been' 
going on all round us has been possible only by credit. 

Credit minimises price fluctuations as well. Banks, 
known as coiners of credit, coin it whenever there is a 
need for more currency, and destroy it as they find that 
it is redundant. 

Governments are enabled by means of credit to tide 
over financial stringencies. They carry on prolonged wars 
with its help. 

' Finally, credit helps individuals in times of hardship 
when they are temporarily short of funds. 

Disadvantages, Credit which is the source of so many 
benefits and advantages is also attended by some dangers. 
The liability of its over-issue is its greatest evil. When 
such is the case, it leads to excessive zeal, over-production 
and speculation. It also enables a man of doubtful ability 
to start a speculative and unprofitable business, not only 
to ruin himself but also others. Consumers in a position 
to obtain credit, obtain it only to become financial wrecks. 
It has given rise to capitalism with its resultant evils, e.g., 
competition and exploitation of labourers. ; 

CREDIT INSTRUMENTS 

Credit has given rise to numerous credit instruments. 
It is impossible to deal with all of them. We shall make 
an endeavour to explain them under the headings ,(1) Negoti- 
able instruments, (z) Hundis and (3) Miscellaneous Credit 
Instruments. 

Negotiable Instruments 

They are a cheque, a bill of exchange and a promissory 
note. Their chief characteristics shall be discussed in the 
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next chapter. But their negotiability can be restricted or ex- 
cluded by restrictive endorsements or in the case of a cheque 
by crossing it ‘Not Negotiable'. A restriction or exclusion 
of this characteristic does not, however, mean a restriction 
or exclusion of transferability. The difference between 
transferability and negotiability must be clearly under- 
stood. An instrument having no negotiability or whose 
negotiability has been restricted or excluded may be en- 
dorsed any number of times, but if it happens to be stolen 
or acquired by some other improper means and transferred 
for value by such a person to a third party, it does not give 
the third party better title than that of the transferor, (who 
had stolen or acquired by improper means) and has to be 
returned to the true owners. On the other hand, a negoti- 
able instrument whose negotiability has not been restricted 
or excluded, confers on the person giving value for it the 
right to retain it even against the true owner from whom it 
was stolen or required in an improper manner. In short, 
transferability does not give absolute ownership, but negoti- 
ability docs. 

Cheque. A cheque has been defined in Sec. G of the 
Indian Negotiable Instrument Act as ‘a bill of exchange 
drawn on a specified banker and not expressed to be payable 
otherwise than on demand.' It will thus be seen that it has 
three essentials, viz., (1) it should 'answer the definition of a 
bill of exchange, (2) it should be drawn on a banker and 
(.5) it should be payable on demand. 

Bill of exchange has been defined in Sec. 5 of the 
same Act as "an instrument in writing containing an 
unconditional order, signed by the maker, directing a cer- 
tain person to pay a certain sum of money only to, or the 
order of a certain person 1 or to the bearer of the instru- 
ment.” 


1 In the above definition the words italicised have a particular 
meaning. It has been laid down in Section 5 that (l) “A pro- 
mise or order to pay is not conditional” within the meaning of 
this section and section 4 (this relates to a promissory note) by 
reason of the time of payment of the amount or any instalment 
thereof being expressed to be on the lapse of a certain period 
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Keeping these definitions in view we may say, 'A cheque 
is an unconditional order in writing drawn upon a specified ; 
banket signed by the drawer, directing the banker to pay on 
demand a sum certain in money to or to the order of a person 
named therein or to the bearer, and which does not order any 
act to be done in addition to the payment of money,’ 

Though evbry word in the above definition of a cheque 
is important, ^ve find the following salient points on 
analysis : — 

(1) It must contain an order : — 

(2) (a) The order must be unconditional ; ( b ) must be in 
writing ; (c) must be addressed to a particular bank ; (d) 
must be signed by the drawer ; and (e) must require the 
payment to be made on demand. No time is given. 

• (3) The amount ordered to be paid must be a sum certain 
in money. • 

(4) Payment must be ordered to be made to a person 
named therein or his order or the bearer of the instrument. 

(5) No other act is required to be done except that of 
the payment of money. 

The parties to a cheque are (1) the drawer, i.e., the 
person who draws the cheque, (2) the drawee, i.e., the 
banker and (3) the payee, i.e., the person named in the 
cheque to whom the money is to be paid. 

It has already been observed that in case the payee 


after the occurrence of a specified event which according to the 
ordinary expectation of mankind is certain to happen, although 
the time of its happening may be uncertain,” (2) “the sum payable 
may be certain’ within the meaning of this section and section 4, 
although it includes future interest or is payable at an indicated 
rate of exchange, or is accordmg to the course of exchange and 
although the instrument provides that, on default of payment of 
instalment, the balance unpaid shall become due and (3) “the 
person to whom it is payable or to whom the direction is given 
for payment, is certain within the meaning of this section and 
section 4, although he is misnamed or designated by description 
only.” 
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is a fictitious or non-existing person, the cheque may be 
treated as payable to bearer. 

Just after the name of the payee, there are the words 
^bearer or order’, and any one of them has to be struck off. 
In case, a cheque is bearer, it may be paid to anybody 
presenting it. If on the other hand, it is order, it must be 
patd either to the payee or to his order only. As has already 
been observed, such a cheque requires an endorsement.' In 
case, both the words 'order' and 'bearer' are cancelled, or 
the word 'only' is added after the name of the payee, the 
cheque is to be treated as order. We already know that 
endorsement implies negotiation, but in ca^e a cheque is 
payable to the payee only it implies only transfer. 

All cheques are required to be drawn in local currency 
because the banker is not bound to honour them if. drawn 
in foreign currency. He may honour the latter, if he 
wishes, at the rate of exchange ruling at the time of 
presentation. 


No. 135 

Dated.... 
In favour of. 


CHEQUE FORM 

No. 135 Dated July 15, 1941 

ALLAHABAD COMMERCIAL 
BANK, Ltd., ALLAHABAD. 

Pay Mr. Ram Prasad o rder 

bearer 


* Rupees One hundred only 

Rs. Rs, 100/- G. Dayal. 

Cheque form consists of cheque proper and counter- 
foil, The latter remains in the book for future reference, 
and the former is handed over to the payee,' 

While writing a cheque both the foil and counterfoil 
should be filled m. First of all, there is the date. It should 
be filled in correctly as a post-dated cheque will not be paid 
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by a banker before the arrival of the particular date and 
an ante-dated cheque will become stale, if it bears a date 
which is six months or more prior to the date on which 
it is presented. If no date is given, the banker can put 
down the correct date, but generally he will return it 
marked incomplete. After this, there is the name of the 
payee. This must clearly he given in the body. If there 
is any doubt regarding the spellings of a particular name, it 
should be ascertained. If money is drawn for self, the 
word 'self' may be used. In most ' of the cheque forms 
both the words 'bearer’ and 'order’ are printed. One oi 
these should be struck off. Next, comes the amount. II 
is to be given both in words and figures. Care should 
be taken not to leave blank space at places where there is 
a possibdity of any forgery. The amount in words anc 
figures must tally. Finally, there is the signature. Ii 
should not differ from the one given in the autograph bool 
of the bank at the time of the opening of account. Un 
doubtedly, an order cheque affords a better protection t( 
the holder than a bearer cheque. But there are certair 
other devices for it. Instead of striking off only on< 
of the words out of the ‘bearer’ and ‘order , both may b< 
struck off and the word ‘only’ may be added to the nam< 
of the payee. This has the effect of making the instru 
ment not negotiable. It may also be crossed generally 
or specially. A cheque not crossed is known as an oper 
cheque. Within the crossings, the words ‘not negotiable 
may as well be written. Sometimes the words, ‘Accoun 
payee only' are also added. It is a direction to the col 
lecting banker that he should place the amount of tin 
cheque collected by him to the credit of the payee's 
account and that he should not pay cash for it at the 
counter of the Bank. All this may be done by the drawer 
himself or &ny of the subsequent holders. Where a cheque 
is specially crossed, the banker to whom it is crossed may 
again cross it specially to another banker, his agent for 
collection. 

The holder of a cheque must present it to the drawee 
bank for payment either personally or through a bank 
within a reasonable time, as otherwise he runs the risk of 
Hosing his claim against the drawer and parties prior to him 
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if the drawee bank becomes insolvent in the meantime. In 
such a case, he ranks as one of the creditors of the bank 
and may be paid only a composition at the time of the 
settlement. 

The holder of a cheque as of a promissory note and a bill 
of exchange also, according to Section 8 of the Negotiable 
Instruments Act means ‘any person entitled in his own name 
to the possession thereof and to receive or recover the 
amount due thereon from the parties thereto. Where the 
note, bill or cheque is lost or destroyed, its holder is the 
person so entitled at the time of such loss or destruction,*' 
and lie has got the right to apply to the drawer for a fresh 
note, bill or cheque of the same tenor giving security to him 
with a view to indemnity him against all persons whatsoever, 
in case the note, bill or cheque alleged to have been lost or 
destroyed, should fall into innocent hands and the drawer 
should thereby suffer a loss. When an instrument of credit 
is sent through post fas a remittance, and is lost, the loss 
would fall on the sender if it was sent on his own respon- 
sibility, ic„ without the authority from or request of the 
creditor. If it was in accordance with the instructions of 
the creditor the loss would naturally fall on him. 

A holder tn due course, again, in accordance with the 
Negotiable Instrument Act means ‘any person who for 
consideration became the possessor of "a promissory note, 
bill of exchange or cheque if payable to bearer ; or the 
payee or endorsee thereof if payable to order, before the 
amount mentioned in it became payable, and without having 
sufficient cause to believe that any defect existed m the 
title of the person from whom he derived his title’. Three 
things are necessary here, viz,, 

(1) Receipt for consideration ; 

(2) Before the amount mentioned in it became pay- 

able ; and 

(3) Without having sufficient cause to believe that any 

defect existed in the title of the person from 
whom he derived his title. 

Its old English equivalent was “bona fide holder for value 
without notice”. This phrase, though long and cumbrous, 
is self-explanatory. <’ 1 
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A inarked clieqtt 'e is one which is signed by the drawee 
banker signifying that on the date of presentation of the 
cheque for Jsignature,. he had sufficient funds to meet it.. 
It may be done at the instance of the drawer, another 
banker or the holder. It is doubtful how far the drawee 
banker binds himself to earmark funds to meet a marked! 
cheque. 

BUI of Exchange. The definition of a bill of exchange 
has already been given. It has the same parties as a cheque,, 
the only difference being that the drawee in this case need 
not necessarily be a banker as in the case of a cheque. It is 
of two kinds — inland and foreign. An inland bill of exchanger 
is drawn or made in one country, and made payable in, or 
drawn upon any person resident in the same country. A. 
foreign bill of exchange, on the other hand, is not so drawn r 
made orj made payable. 

SPECIMEN OF AN INLAND BILL 

Delhi. 

Rs. 700/- October 29, 1941. 

One month after date, pay to B. Shiam Lali 
or order the sum of Rupees Seven hundred only, value 
received. 

To i Jharamal Panna LaL 

Bhuramal Ram Gopal, 

15, Katra, 

Allahabad, 

SPECIMEN*- OF A FOREIGN BILL 

First of Exchange 

Delhi. 

2 as. £ 40. October 29, 1941. 

Ninety days after sight of this First off 

Exchange (second and third of the same tenor and date- 
unpaid), pay to the National Bank of India, Ltd,, the surm 
of pounds Forty only, value received. 

To Madhuridas Narain Das~ 

Messrs. John Anderson, 

Parker Street, 

London. 
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While writing a bill, the following should be borne in 
mind : — 

1. The d\te. It must be the same on which the bill is 
written. The given tenor is added to this date in order to 
-.arrive at the date of maturity, 

2. Tenor or term. It is the period for which a bill is 
•drawn, e.g., 3 months after date (3m/d) or ninety days after 
-sight (90 d/s). This must be stated in clear words. After 
"the expiry of the term, as has been observed, the bilh 
■matures for payment. Some days of grace, usually three, are 
allowed to tne acceptor to redeem the bill. Hence, in order 
to find out the exact date of payment both the period of 
tenor and days of grace must be added to the date of the 
bill. Further, if the day, on which a bill as also a promis- 
-sory note is at maturity, is a public holiday, the instrument 
-shall be deemed to be due on the day preceding this 
holiday. The expression public holiday includes (1) Sun- 
days, (2) New Year’s day, (3) Christmas day, (4) Good 
Friday and (5) any other day declared by the Local Govern- 
ment by notification as public holiday If either New Year’s 
day or Christmas day falls on Sunday, Monday is also a 
{public holiday, and "the bill falls due on Saturday. In 
English Law there is, however, a difference between a 
ipubhc holiday and a bank holiday ; in the case of the latter 
the instrument is payable on the following business day. 
But there is no such distinction in India which the students 
will bear in mind. A bill may also be a demand bill which 
must be paid on demand. No days of grace are required 
to be allowed in this case. 

3. Amount. It must be given twice — once on the left- 
Ihand top corner in figures, and a second time in words in 
dhe body itself. 

4. Parties. The name of the payee is given in the 
body of the bill along with the word ‘bearer’ or ‘order’, that 
of the drawee along with his address on the left-hand 
rbottom corner, and that of the drawer on the right-hand 
'bottom corner where he signs it. 

5. Stamp. All bills except those payable on demand 
must be stamped ad valorem, according to the law of the 
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country in which they are made. 

6. Value received. This phrase is added at the 
end, in the body, and signifies that the same has been 
drawn in consideration of value that the drawee has 
received. 

Foreign bills are usually drawn in a set of two to 
three, and each has a reference to the other or others as 
the case may be. The drawee is liable on only one of 
them. Each of these copies is known a via. If a foreign 
bill is drawn singly, it is known as a sola bill of exchange. 
Sometimes, a foreign bill drawn abroad requires to be re- 
stamped on its arrival in the country where the payee or the 
drawee resides. 

Every time bill requires to be accepted by the drawee, 
who does so usually by giying his signature across the bill. 
He may also add the word 'accepted’ or the word 'accepted’ 
along with the place of payment. So long as a bill is 
not accepted, it is called a draft, and when it is accepted, 
the same is called an acceptance. Acceptance of a bill 
may be general or qualified. A general acceptance is one 
where the drawee without adding any conditions or quali- 
fications assents to the order of the drawer. A qualified 
acceptance, on the other hand, is one where the drawee 
does not assent to the terms of the draft but adds some 
conditions or qualifications at the time of acceptance. It 
may, then, be : — ' 

1. Conditional. Where the payment is made de- 
pendent on the happening of an event therein stated ; c.g, y 
payable on the arrival of the goods. 

2. Partial. When he undertakes the payment of a 
part only of the sum ordered to be paid. 

3. Local, Where he undertakes to pay at a specified 
place and not otherwise or elsewhere. It has already been 
observed that the mere specification of the place of pay- 
ment at the time of acceptance does not constitute a 
qualified acceptance. It is known as such only when along 
with the name of the place of payment some such words 
as 'and there only’ are added that the acceptance is known 
as a qualified acceptance. When place of payment i& 
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mentioned, the bill is known ns a domiciled bill. ’ * 

4. Qualified as to time. Where be undertakes the 
payment at a time other than that at which undef the order 
ft would be legally due, c g., for **>0 days after date or sight 
DO days after date or sight. 

5. An acceptance by some of the parties only. 
Supposing a bill has been drawn on two persons, while it is 
accepted by only one of them. 

A draft may be negotiated even before its acceptance. 
The holder of a bill is not bound to accept a' qualified 
acceptance, and he may treat it as dishonoured for accept- 
ance. In case he accepts it without the consent of the 
previous parties, they are relieved of all liabilities. The 
drawee may be allowed forty-eight hours (exclusive of 
holidays) to consider whether he will accept a bill. 

A bill may be dishonoured for non-acceptance or non- 
payment. In case any instrument is dishonoured, the 
holder thereof must give notice of the fact to all parties- 
whom he wants to make liable thereon. 

When a promissory note or bill of exchange lias been 
dishonoured, the holder may get such dishonour noted by a 
notary’ public upon the instrument, or upon a paper 
attached thereto, or partly upon each. This note must be 
made within a reasonable time after the dishonour arid 
must specify the date of dishonour, the reasons if any 
assigned for such dishonour, or it the instrument has not 
been expressly dishonoured, the reason why the holder 
treats it as dishonoured and the amount of noting charges. 

When the above note is certified by a notary public, 
the certificate is called a protest. In case of foregin bills 
protest is necessary. If the acceptor of a bill of exchange 
has become insolvent, or his credit has been .publicly im- 
peached, before the maturity' of the bill, the holder may 
request a notary public to demand better security of the 
acceptor, and on its being refused may cause such facts to 
be noted and certified as aforesaid. This certificate is 
called a protest for better security. 

When a bill has been noted or protested for non- 
acceptance, better security, or non-payment, any person 
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■not being a party already liable thereon may with the 
■consent of ttie holder, by writing on the bill accept or pay 
■the same for the honour of any party thereto. 

When the drawer is not certain whether a bill will be 
accepted and if accepted, paid on its due presentation, he 
mentions generally on its nack the name of his own agent 
or correspondent who will accept or pay it on his behalf 
an case it is dishonoured by the drawee. This party is 
known as 'a drawee in case of need/ , 

Any material alteration of a negotiable instrument 
renders it void as against any one who is a party thereto 
at the time of making such alteration and does not consent 
thereto. The following are, however, not material altera- 
tions : — 

1 When inchoate stamped instruments are completed. 
Sometime- one person signs and delivers to another a 
paper stamped in accordance with law relating to negotiable 
instruments then in force in that particular country, and 
either wholly blank or having written thereon an incom- 
plete negotiable instrument. This is called an inchoate 
stamped msti nment, and may be completed by the holder. 
The person giving it is fully liable thereon. 

2. When a blank endorsement is converted into a full 
endorsement by writing the name of the endorsee just above 
The signature of the endorser. 

When an uncrossed cheque is crowed generally or 
specially. 

4. When the words 'not negotiable' arc added to the 
-crossing. 

ft. When the banker to whom a cheque iv crossed 
specially crosses it specially again to another banker for 
collection. 

The examples of material alterations are as follows : — 

1. A change in date with a view to reduce or increase 
’the period of currency. 

2. A change in amount, 

3 A change in the tenor. 

4. A change in the number of parties liable thereto. 
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5. A change in the rate of interest or that of exchange. 

G. A change in the place of payment. 

Promissory Note. ‘A promissory note is an instrument 
in -writing (not being a bank note or a currency note) 
containing an unconditional undertaking signed by the 
maker to pay a certain sum of money only to or to the 
order of a certain person, or trie bearer of the instrument.' 

The parties to it are only two, vis., (1) maker, the 
person who writes it, usually a debtor, and (2) payee, the 
person in whose favour it is made, usually a creditor. 

A promissory note may be made out by one person,, 
or by a number of persons. If made by a number of per- 
sons, the liability of the makers may be only joint or joint 
and several. In the case of a joint liability all the makers- 
must be sued together on dishonour, because if any one of 
them is left out and the entire amount is not recovered 
from the rest, he cannot be sued separately to make up the- 
deficiency. But in the case of a joint and several liability,, 
there is no such fear. If somebody is left out, and the 
whole amount is not recovered from the rest, it can be re- 
covered from him. The person paying in a joint or joint 
and several note can, however, get a pro rata contribution, 
from the co-makers thereof. 

SPECIMEN PROMISSORY NOTE 

Allahabad. 

Rs. 400 November 25, 1941. 

One month after date I promise to pay to Mr. jai- 

gopal the sum of Rupees four hundred only, value received.. 

Balram Das. 



SPECIMEN PROMISSORY NOTE 
(Joint) 


Rs. 200 



Cawnpore, 
October, 15, 1941. 

On demand, we promise to pay to Mr. Ram. 
Anugrah the - sum of Rupees two hundred only, 
value received. 

Brajmohan Lai, 
Bhagwati Prasad- 
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SPECIMEN PROMISSORY NOTE 
( Joint and Several ) 

Cawnpore, 

Rs. GOO August 29, 1941. 

Three months after date, we jointly and severally,, 
promise'to pay Mr. Raghvendra or order the sum of Rupees- 
six hundred only, value received. 

Mahmood Khan, 

Shahabuddin_ 


/ 2 / 


Section 25 of the Indian Paper Currency Act prohibits- 
issue of promissory notes, private bills and hundis payable 
to bearer and on demand to any person in British India, 
Since the establishment of the Reserve Bank of India, its- 
Issue Department can issue such notes. On this very 
ground a branch bank cannot issue a bank draft payable to • 
bearer on any other branch or head office of the same bank. 

Hundis 


Though Indian Negotiable Instruments Act mentions- 
of only cheques, bills of exchange and promissory notes, 
the Law Merchant or commercial usage recognises manv 
others as negotiable instruments. Hundis arc, for afli 
intents and purposes, equivalent to bills of exchange. They 
are stamped, endorsed and honoured liked them. Only their 
phraseology is different. Jokhami hundi, of course, differs 
essentially from a bill of exchange. There are bills of 
lading, dock warrants, delivery orders (all representing. 

f oods), and share warrants, debenture bonds payable to 
earer (representing long term investments) which arc semi- 
negotiable instruments, t.c., in their case, the holder gets a 
right to sue in his own name and recover the goods or 
money, but he cannot acquire on them a better title thaiv 
that of the transferor. 

Hundis are mainly classified into (a) Muddati (time)’ 
and (6) Darshani (sight or demand). These arc, however,, 
further subdivided into : Dhanijog (payee only), (2) Shahjog 
(resembling to some extent with cross cheques — bills of 
exchange are never crossed), (3) Dekhanhar (bearer), (4)' 
Farmanjog (order) and (5) Jokhami (there is no equivalent 
of it in modern bills — it forms, in short, a combination of a>' 
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'bill of exchange, an insurance policy, a letter of hypote? 
lion and a contract of afreightment in one). 

Muddati Hundis are hundis payable after they haverc. 
ihetr period of tenor, which varies from place to place at. 
trade to trade — ranging generally between 11 days to 1 
months To the period of teno'r are added days 0 gf 
.known by the term gilas (in Hindustani) in order to M 
out the date of maturity. 

Darshani Hundis (akin to sight or demand bills) are pay- 
able on presentation, 

Hundis are drawn mostly with a view to facilitate re- 
mittance of money. 

Dhanijog Hundi is payable only to the payee, ' It cannot 

HchffS. , T , he ii™ i 'y of the drawee is .aery great I* 

] t 0 satisfy that the party presenting -it is none eU 

case he P m^ f mentl0netl within- tli e P body of the hundi. 
Sowne?&,Jj Wr ° ng P ^ ment ' he is held liable to tb® 

mcfchanUi/thnll’ 5 p3 X able 0nI 5 r to a Shah-a respectable 
of sucl?a ! m!! .n Wn , wherc th e drawee resides. A holder 
is not a Shah He lcai ? not 6 et its payment himself if h® 
■case, the drawee vlohil n present * through a Shah. In 

holder in due course for h«l5Sl dltl0n ’ he iS Iiabl * t0 ** 

-medan penod. *lt”is* payable n * V0 J ue during the Moham- 
lt cannot be transferred «ith!. 0 / he or his °, rd ^ 
The diawee, before the m t endorsement ( Bechan »). 
Rechan in this case m the Mm?™"*’ has to examine t h „ 
of exchange lias to do in the n' a ^ aS ? drawee of a bill 

■change. If he pays it to a wronn^ t° ? n ° rd ? r bdl °f ex* 
j*oal own ci» p^rty he is liable to the 

Dckhanhar Hundi is mvoki« , 

•diawee is not required to take* any evtri 6 f bea ff r ‘ ? er f. t 5 e 
presenting it gels the payment. J Xtra trou hle. Anybody 

lokhami Hundi has gone nut nr „„„ ,, 
the emergence of specialised agencies fnro! hese ^ a ?i s due t° 
tom one place u> P rmo.hcr, 
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money, etc. It arose out of a sale transaction, when goods 
were to he sent to another town generally by liver-transport. 
The carrier acted here as an insurer as well as financier 
The seller chew the hunrh on the purchaser favouring 
the carrier who made the payment of the same to the 
drawer on receipt of the goods for transport after de- 
ducting (i) his chai ges for carnage of the good-., (it) 
premium for undet taking the risk and (in) discount for 
paying the money before ,the hundi was paid up. The 
carrier in his turn got its payment from the drawee on safe 
delivery of the goods to him. in case he lost it lie did not 
piescnt the hundi. 


• A SIT.CIMEN HUNDI 

Sidh SJtri CaxcnpOrc Shubhsthcnic Shri patri bhal Sitamn 
Lachhman Das jog Uhhi Prayag ji sc Madhuri, Das 
Naraui Das hi ram >am banciianc. Apranch hundi hitii ck 
ap upar rupia 400 anhre char sau he nima do sau he dune 
pure dena. Yahan rahhe bhai Pa twit Lai Shambhunalh he 
Mill Chaitra badi panchmi Samvat 11)99 sc pure pachpan 
dm pichhc dam dhanijag bina jabta bazar clialan hundi hi 
at ththanc lagaye chauhas har dena. Mtti Chaitra badi 5, 
Samvat W9o- 


KEvr.usn SIDE 

Nimche ntine rupia ch sau ha chauguna pnra ritpia 
■chauhas har dijo. 


Rs. 4O0j 

Shri patri bhai Silaram Lachhman Das, Cawnporc. 

The drawer of a hundi is known as lihhaheala dhani, 
the drawee as upancala dhani, and the payee as rahhcyicala 
dhani. In the case of a jokhami hundi unarwala dhani is 
also known as' malxoala dhani and rakheywala dhani as 
hundixeala dhani. 

Hundis are also paid for honour by means of zihrichits 
which are furnished by the parties liable thereto (drawers 
and endorsers) to the holders, and are addressed to some 
" 8 
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other persons who are thereby directed to pay them in case 
of dishonour. 

An uparwala dham does not signify his acceptance of 
the hundi by signing on its face as in the case of a bill of 
exchange. He makes, on the other hand, a note of the 
same in his naqal bahi. 

In case the original of a hundi is lost, its copies are 
given. The first copy is known as paith, the second par- 
paith, the third dar paith and the fourth Pctnchaih or Mai 
jamama. 

When a hundi is paid up, it is said to be sctkar gai , anc 
in case it is dishonoured, it is said to be hhadi rah gai. 


POINTS OF DIFFERENCE BETWEEN A CHEQUE 
AND A BILL OF EXCHANGE 


Cheque 

1. It must be drawn on a 
banker. 

2. It must be payable on 
demand. 

3. It is generally inland. 

4. It is drawn in one's own 
currency. 

5. It does not require any 
acceptance. 

6. Its drawer is not dis- 
charged by the holder’s failure 
to present it in due time unless 
the bank fails. 

7. It is not honoured in 
case the payment is stopped by 
the drawer or if the banker 
learns of his bankruptcy, lunacy 
or death. 


Bill of Exchange 

1. It may be drawn or 
anybody. 

2. It may be payable 
either on demand or some 
days or months after date oi 
sight. 

3. It may be inland oi 
foreign. \ 

4. It may be drawn in a 
foreign currency as well. 

5. It requires an accept 
ance, unless it is payable or 
demand. 

6. Its drawers and en 
dorsers are discharged frorr 
liability if -the holder thereol 
fails to present it to the accept 
or at the due date. 

7. It is paid by the accept 
or and m case of his refusal 
to do so by the drawer. 
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8. It may be crossed. 

9. There is a statutory pro- 
tection afforded to a banker in 
case of a forged endorsement 
on it. 

' 10. No notice of dishonour 
is required to be given. 

11. No noting and protest- 
ing are required. 


8. It can never be cross- 
ed. 

9. No such statutory pro- 
tection is afforded to a banker 
in the case of a domiciled bill. 

10. A notice of dishonour 
must be given. 

11. Noting and some- 
times protesting ds well are 
required. 


POINTS OF DIFFERENCE BETWEEN A CHEQUE AND 
A PROMISSORY NOTE 


Cheque 

1. It is written usually by 
a creditor. 

2. It is an order to pay. 

3. There may be more 
than two parties to it, e.g., a 
drawer, a drawee and a payee. 

4. It is payable only by a 
particular bank. 

5. It is very commonly 
used and hence is an important 
medium of circulation. 

6. It is always payable on 
demand. 


Promissory Note 

1. It is written by a debt- 
or. 

2. It is a promise to pay. 

3. The parties can never 
be more than two, e.g., a 
drawer and a payee. There 
is no drawee. 

4. It may be payable by 
several parties jointly or 
jointly and severally. 

5. It is not so commonly 
used and hence is not an im- 
portant medium of circulation. 

6. It may be payable on 
demand or after the lapse of a 
certain period. 


POINTS OF DIFFERENCE BETWEEN A BILE OF EXCHANGE 
AND A PROMISSORY NOTE 


Bill of Exchange 

1. It may have more than 
two parties, e.g., a drawer, a 
drawee and a payee. 

2. It is written usually by 
a creditor. 


Promissory Note 

1. It can have only two 
parties, e.g., a drawer and a 
payee. There is no drawee. 

2. It is written by a debt- 
or 
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3 It is an order to pay. 

4. It requires acceptance 
if otherwise than on demand. 

3. It can be paid for 
honour, 

6. Foreign bills are drawn 
in sets. 

7. Its acceptors are only 
jointly responsible. 

8. It must be noted and 
sometimes when it is foreign 
even protested. 

9. It is sufficiently common 
in use. 


3. It is a promise to pay. 

4. It requires no accept- 
ance. 

5. It cannot be paid for 
honour. 

6. A promissory note is 
always drawn singly. 

7. Its makers may be 
jointly as well as severally 
responsible. 

8. It requires no noting 
and protesting. 

9. It is not so common m 
use. 


POINTS OF DIFFERENCE BETWEEN A BILL OF EXCHANGE 
AND A HUNDI 


Bill of Exchange 

1. It contains mere facts. 

2. Its language Is Iked. 

3. It is always uncondi- 
tional. 

4. The name of the drawee 
is given in this case on the left 
hand bottom corner. 

5. The name of the drawer 
is given in this case on the 
right-hand bottom corner. 

6. The amount occurs in 
this case twice or at the most 
thrice 


7. In this case acceptance 
is made across the instrument. 


Hundi 

1. It is in the form of a 
letter and contains salutations, 
etc. 

2. Its language depends 
upon local usages. 

3. It may be conditional 
as well, c g., a jokhami hundi. 

4. The name of the drawee 
is given in this case once in 
the body itself and again on 
the reverse side. 

5. The name of the dra- 
wer is given in this case in 
the body itself. 

6. The amount occurs in 
this case at least five times 
and in so many diflerent ways 
that there remains no chance 
of any alteration. 

7. In this case it is de- 

noted by a record m a sepa- 
rate book. , 
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S. The copies of a foreign 1 
bill arc made generally jn tnp- \ 
licate or duplicate when it is 
drawn, and each one of these is 
sent by a difierent post. 

9. It is used all over the 
world and hence is inland and 
foreign both. 

10. It is governed by the 
provisions of the Indian Nego- 
tiable Instruments Act and 
English Bills of Exchange Act. 

11. Incase of dishonour it 
requires noting and sometimes 
protesting as well (foreign 
bills). 


8. The copies of a hundi 
are not made unless they are 
required on the loss of the 
original or copy. There is, 
however, a provision for four 
copies, if necessary. 

9. It is used only in India 
and hence is an instrument of 
simply internal use. 

10. It is governed by local 
usages only. 


11. It requires no noting 
or protesting. In fact, it is 
rarely dishonoured. 


POINTS OF RESEMBEVNCE BETWEEN THE TWO 

(1) Both have three parties. 

(2) Both are demand or tunc. In the case of both 
ad valorem stamps are required if they are to run a period 
before maturity. 

(3) Both can be accepted lor honour, 

(•i) Both can be discounted. 

„ (f>) Both can be endorsed. 

(6) In the case of both some days of grace arc to be 
added to their period known as tenor* in Older to find out 
the date of maturity. 

(7) Both are orders for payment, and of a fixed sum. 

3- Miscellaneous Credit Instruments 

Bank Draft. A bank draft is a bill of exchange drawn 
either on demand or otherwise by one banker on another 
in favour of a third party or by one branch of a bank on 
another of the same bank or by the head office on a branch 
or vice versa. As already mentioned a bank draft if drawn 
by one branch of a bank on another of the same bank or 
by the head office or a branch or vice versa cannot be both 
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bearer and demand. It is usually used for remittance of 
money. _ , 

Specimen Form of a Bank Draft 

IMPERIAL BANK OF INDIA 


Rfo Allahabad 194 . 

Rs 


On demand pay to, 


.or order 


Rupees 

., value received. 


To 


For Imperial Bank of India, 


Imperial Bank of India, 
Bombay. 


Agent. 


Dividend Warrants. Dividend Warrants are issued 
by Joint Stock Companies to their shareholders for divi- 
dends from profits and are payable usually at the Company’s 
banker or registered office. They may take various forms. 
Generally they are in the form of drafts, drawn by the 
Company upon the bank in favour of the shareholders. 
Under the Act they can also be crossed and all rules 
as to crossing of cheques are made applicable to them. 
They may also be in the form of cheques, and in case 
they contain the words or “ order,” *‘or bearer,” it has 
been held by various Courts of England that they may 
be treated as negotiable instruments. In India, dividend 
warrants are also sometimes issued in the form of a receipt. 

Interest Warrants. When Government and joint stock 
companies wish to pay interest on sums borrowed from the 
people, interest warrants are issued. In the former case, 
they are draw . by the central bank of the country con- 
cerned upon its own self, and in the latter case by the joint 
stock companies upon their bankers. If and when these 
are drawn by a central bank upon its own self whatever 
form it may have, it cannot be treated as a cheque for the 
simple reason that it is drawn by one bank official upon 
nother of the same bank. ' 

Treasury \Bills. They are issued both m England and 
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India. In India, again, they are issued both by the Central 
Governments and the Governments of the various provinces, 
since the inauguration of the ‘provincial autonomy. They 
are a form of short-term borrowing and are usually issued 
for a term of 3 months. They are sold through the offices 
and branches of the Banking Department of the Reserve 
Bank except at Delhi either by tender or at an intermediate 
tap rate. When it is decided that tenders should be called 
for, a press communique stating the date on which tenders 
will be received, the amount and the currency of the bills 
offered for tender and the date on which payment for 
accepted tenders should be made is issued to the press for 
publication and is also communicated to important banks, 
brokers and firms. The applications for tender should state 
clearly the term of the bills applied for, the amount of the 
bills required and the rate which the tenderer is prepared' to 
pay. The rate offered should be expressed in rupees, annas 
and quarter annas for each Rs. 100 nominal of the bills 
applied for. If tenders received are in excess of the amount 
offered a proportionate allotment is made when necessary, 
the minimum allotment being Rs. 25,000. Treasury bills 
are available in the following denominations only, namely, 
Rs, 25,000, Rs. 1 lakh, Rs. 5 lakhs, Rs. 10 lakhs and Rs. 50 
lakhs. When it is decided to sell intermediate Treasury 
bills on tap, an announcement to that effect is ordinarily 
included in the usual communique giving the results of 
the tenders, the rate for such bills also being announced 
at the same time. On maturity, the Treasury bills are paid 
at the office or branch of the Reserve Bank from which they 
were issued. 

Letter of Credit. A letter of credit is an open letter 
of request issued by one person usually a merchant or a 
banker, in the name of some other person or persons 
directing him or them to advance money or give credit, 
to a third person named therein, for a certain amount, 
and promising that he will repay the same to the person 
advancing or accept bills drawn upon himself for the like 
amount. It is called a General letter or a Circular letter 
when it is addressed to a number of persons or persons in 
general, and Special letter when it is addressed to a parti- 
cular person. 
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Letters of credit may be of different forms, but two of 
these are important, w; , (1) a letter wherein one banker 
or merchant requests another to hold a certain sum at the 
disposal of a third person and (2) a letter wherein one banker 
requests another merchant to supply goods to a third person 
to a certain extent and re-imburse himself by drawing a bill 
upon the said banker which he promises to honour. The 
former is known as a Personal Credit Letter or a Travellers’ 
Facility Letter, while the latter is known as a Commercial 
Credit Letter. In the case of a Personal credit letter, money 
is usually deposited with the issuer, and in that of a com- 
mercial credit letter it is promised to be paid to him before 
the due date of the bill. 

A commercial credit letter may also be revocable 
or irrevocable (confirmed), in case, it is a revocable 
(unconfirmed) letter of credit, the banker has got the right 
to revoke it at any time but generally what is done is to 
give a notice before doing so. In case, it is an irrevocable 
letter of credit, once it is issued it cannot revoked except 
of course with the consent of the person in whose name 
it has been issued. 

Commercial letters of credit are needed specially by 
merchants importing goods from foreign countries. These 
are sent along with the indent. Goods are exported by 
foreign merchants and bills are drawn on the bankers 
issuing the letters. Thereafter they get them discounted 
with their own banks on the guarantee of the letters of 
credit they hold from the importers’ bankers in which 
the latter undertake to accept and pay the said bills. 
Thus the exporters get payment immediately. Along with 
the bills are handed over the shipptng documents connected 
with them and on receipt of these the bankers of the 
importers accept or pay the bills according as they are 
D/A or D/P. J 

They may also be revolving or say running. In 
this case, the amounts for which they are originally 
issued are automatically renewed from time to time as the 
bills under the credit are issued or paid, for -example (1) if 
the amount is Rs. 1,000 and two bills of Rs. 500 each are 
drawn, as soon as any one of them matures and is paid, a 
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fresh bill or bills for or up to Rs. .">00 may again be drawn, 
(2) if the amount, for one dralt is Rs. 1,000, or less and a 
draft for this or less than this amount is drawn, as soon as- 
it matures and is paid, another draft for any amount but 
not exceeding Rs. 1,0U0 may again be drawn, and (15) if the 
amount of one draft to be issued is Rs. 1,000 or less, and a 
draft for this or less than this amount is drawn, the credit 
is automatically renewed and another draft for this or less- 
than this amount may again be drawn. 

I.O.U. An I. O. U. is a written acknowledgment of a 
debt made by one party to the other. By force of custom 
the letters *1. O. U.' have been substituted for the words ‘k 
Owe You’ because of their being pronounced in the same 
way. This does not require a stamp. 

Specimen 1. O. U. 

Bombay, 
October 15, 19*11. 

Mr. B. P. Gupta, 

1. O. U. Twenty Rupees (Rs. 20). 

G. Ram Bansal. 

Industrial Securities. Industrial Securities arc the share- 
certificates, stocks or warrants, debentures— registered or 
bearer issued by industrial companies. They are trans- 
ferable though in the case of share certificates and stocks- 
and registered debentures a transfer entry is required to be 
passed in the register of the issuing company, and for which 
a transfer form is required to be filled in by the transferor. 

Government Securities, When Government borrows for 
long period, it borrows through these securities. I hey 
take the forms of StoOk Certificates, Promissory Notes and 
Bearer Bonds and are mter-convertible with one exception,. 
viz., that the stock certificates and promissory notes cannot 
be converted into bearer bonds. Interest is paid on stock 
certificates and bearer bonds without their presentation, but 
it is paid on promissory notes only on their presentation. 

' ’ TEST QUESTIONS 

1. What is credit ? Describe its nature and forms. Men- 
tion its advantages and evils. 
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2. 'Credit is not a factor of production but a device to 
dncrease the efficiency of a factor of production.’ Comment. 

3. What do you understand by a ‘negotiable instrument’ ? 
Is there any difference between negotiability and transferability ? 
How can a negotiable instrument be made not negotiable ? 

4. Define a cheque and analyse its definition. What points 
should be borne in mind while drawing a cheque ? 

5. What ate the different ways in which a cheque may be 
imade safer ? 

6. Explain clearly the difference between a holder, a holder 
•for value and a holder in due course. 

7. What do you understand by a marked cheque ? Under 
■what circumstances this may be done 7 

8. Define a bill of exchange and draw its specimen. What 
points should be borne m mind while writing it ? 

9. How will you distinguish an inland bill of exchange from 
a foreign bill of exchange ? 

10. Does a bill of exchange require acceptance 7 What are 
•the different ways in which an acceptance is signified ? In this 
•connection explain x-anous kinds of acceptance. 

11. What are the parties to a bill of exchange? Discuss in 
brief their respective liabilities. 

12. Wrjte short notes on the following in connection with a 
bill of ex-change — (i) Noting, (2) protesting, (3) acceptance for 
honour, (4) material alteration. 

13. What is a promissory note ? Distinguish between a 
single promissory note, a joint and a joint and several promissory 
-notes. 

14. What do you understand by hundis ? Give a brief sketch 
■of different kinds. 

15. In what ways a bill of exchange differs from a cheque, 
a promissory note, and a hundi, and in what way it resembles 
"with the last named instrument ? 

16. Write short notes on — (i) Bank draft, (n) Dividend 
warrant, (m) Treasury bill, (iv) Government securities and (v) 
industrial securities. 

17. What do you understand by a letter of credit 7 Classify 
at and bring out the special features of each of these classifica- 
tions. What is the need for such letters ? 



CHAPTER IX 

RELATIONS OF A BANKER TO HIS CUSTOMER 

In order to understand the relations of a banker to his 
customer, we should have a clear idea of them. Wc have 
already discussed a 'banker’ in Chapter I. A customer 
'musfhave recognisable course of habit of dealing in the 
nature of the regular b, inking business and as the transac- 
lions peculiar to regular banking business’ consist of only 
•deposit and withdrawal, a customer must have a current 
account with a banker. Persons having other accounts 
dr doing business ancillary or allied to regular banking 
business are not customers of the bank. The use of the 
word 'regular' in the above definition does not in any way 
•suggest that some period must elapse after opening an 
account before one can be entitled to be called a customer. 
In the case Commissioner of Taxation vs. English Scottish 
■and Australian Bank, Ltd., it has been laid down that 
'customer' signifies a relationship in which duration is not 
of the essence, and includes a person who has opened an 
account on the day before paying in a cheque to which 
he has no title. 

A person may open (1) a current account, (2) a fixed 
•deposit account, (3) a savings bank account, etc. 

1. Opening of a Current Account . If a person wishes 
"to open a current account with a banker, lie must be intro- 
duced to him by one or more of his old customers. Usually 
a letter for opening an account is addressed to the banker 
in a prescribed form. Space is provided at the end of 
this letter for the signature and address of the person or 
persons introducing him. The customer is also required 
to give his specimen signature on the autograph book of 
•the banker. This should be in the usual form, as his 
•signature in future • is always compared with it and in 
case of a slight difference between the two, difficulties 
may arise. Scores of cheques are returned daily by the 
bankers in this country with the remark ‘Drawer’s signature 
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differs’. He then makes his first deposit. The banker on 
its receipt issues a Pass Book, a Pay-in Book, and a 
Cheque Book. 

Pass Book is the copy of the customer’s account in 
the ledger of the banker which is occasionally sent for 
being made up. The customer must examine it carefully 
and refer the mistakes' if any to the banker within a 
reasonable time. 

Pay-in Book consists of blank printed slips ^called 
pay-in-slips. When money is , deposited in a current 
account the actual amount is entered in the pay-in-shp^ 
The foil is retained by the banker and the counterfoil 
is returned with the signature of the cashier. It may be 
referred to in case any dispute regarding the money paid 
in by the customer arises. 

Cheque book consists of blank cheque fo'rms. They 
are all of an uniform size, shape and design. Withdrawals 
can be made out of a current account, generally, by means 
of cheques, although written orders can also be issued. 
But as a protection against fraud and to maintain uniform- 
ity, banks do not encourage this practice. Cheques are 
supplied free of charge. An application for a new cheque 
book is required to be made on a printed form which is 
found neai the end of the book. 

2. Opening of a Fixed Deposit Account. On making a 

deposit in this account a customer gets a Deposit Receipt, 
which is not transferable After the expiry of the fixed 
period for which money is deposited, the deposit receipt 
has to be presented by the depositor m order to withdraw - 
the sum. In case renewal is desired, a fresh receipt is 
issued. No amount can be withdrawn before the due date 
If the customer is m need of money he may^ request the 
banker to give him an advance on the security of the deposit. 
Sometimes he is allowed to withdraw such deposit before 
the due date provided he is prepared to forego interest 
for the period it has temained in the bank. Interest is 
allowed only for the fixed term, and if money is left after it, 
there is a loss of interest. 1 

3. Opening of a Savings Bank Account. This account 
can also be opened like a current account by making an> 
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application, and the customer’s signatures are required to 
he made-on the autograph book in'" this case as well. Again, 
•he is also supplied with a pass book and sometimes pay-in 
hook and cheque book also. When these are not supplied, 
ordinary forms are required to be used for both deposits and 
withdrawals, and the pass book must be presented at these 
times. Interest is allowed m this account on minimum 
monthly balances. 

Let us now come to our mam topic of the relations of a 
hanker to his customer. They are numerous and complex 
but for our convenience we may divide them into three 
headings, vis., (1) Principal, (2) Subsidiary, (5) Special. 

1. PRINCIPAL RELATIONSHIP 

The principal relationship between a banker and his 
customer is that of a debtor and ct editor. Usually a customer 
establishes it by depositing money with the banket, and in 
such a case the former becomes a creditor and the latter a 
debtoi. But, sometimes the banker may grant a loan to his 
customer, or allow him to overdraw lus account. In that 
case he may become a creditor and the customer a debtor. 
The money deposited with a banker is not given to him on 
trust. It. is lent' to him so that he may make its use in his 
business. But there are cases where a banker is placed m 
the position of a trustee. In the case Official Assignee of 
Madras vs. J. W. Irwin, it has been laid down that in case a 
remittance is sent to a banker with instructions to purchase 
shares in a certain company and the bank buys some shares, 
but before completing the rest of the pui chase, it fails, it 
stands in the position of a trustee to the remittei, and there- 
fore, must refund the entire unspent balance to him. But 
this must be distinguished from another case, viz., Official 
Assignee of Madras vs. D. Raj a ram Aiyar, where it was held 
that in case a person had an account with a banker and asked 
the latter to buy certain securities out of the money which 
the former agreed to do, but failed before doing so, the 
agreement did not make the banker trustee for the amount in 
deposit. If a banker receives cheques and bills, etc , from 
his customer for collection, their proceeds, unless something 
is settled between them to the contrary, arc also not to be 
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held in trust but to be treated as a debt. 

Certain Peculiarities of the Relationship. This relationship 
has certain peculiarities, and the ordinary rules applicable 
to a loan do not apply to it. First of all, when a banker 
accepts a deposit from a customer, he can repay it only on 
his request, and not on his own initiative as is possible in 
the case of an ordinary borrowing. L. J. Atkin, in the course 
of his judgment in Joachimson vs. Swiss Bank Corporation 
observed this very clearly. He also said that it is a term of 
the contract that the bank will not cease to do business with 
the customer except upon reasonable notice. Secondly, the 
decision in tins case also implied that the ordinary statute of 
limitations could not be applied to balances in the accounts 
which had remained dormant for more than three years in 
this country and six years m England. In fact, bankers had 
never been in the habit of taking its advantage. Thirdly, in 
such a case, the banker enters into an implied contract to 
repay the amount in the manner directed by the customer. 
Tne usual instrument employed by the customer for his direc- 
tions is the cheque. If a banker pays away any amount 
against the directions contained therein, either through fraud, 
misrepresentation or an error, he is. heldhahle for d- to his 
customer. Exception must be made in those cases where he 
is protected by statute. He cannot also dishonour his 
customer’s cheques except under certain conditions. It may 
be said that in all cases, the banker is liable only to his 
customer and not to a third party — the holder of a cheque. 
Fourthly and finally, a banker is bound to maintain perfect 
secrecy as regards the account of his customer except on- 
treasonable and proper occasions.’ As regards such reason- 
able and proper occasions, no mention has been made 
anywhere in the law. But it may be presumed that he may 
disclose it under one of the following conditions : — 

(а) When he is ordered to do so by a court of law’. This 
is possible m case tne customer is a judgment-debtor of 
somebody else. 

(б) When the customer himself directs him to do so. 
Such a direction may be implied or expressed. 

(c) When it becomes necessary for the protection of his 
interests. Supposing a litigation is going on between a 
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banker and his customer, and the former has to disclose the- 
state of the account in connection with it. 

(d) When it becomes a public duty. This is a very- 
vague term, and the banker must exercise his own dis- 
cretion in determining whether a particular instance con- 
stitutes this. 

He can,' however, give out informations regarding the 
general position of the account in case somebody wants- 
to be acquainted with it probably with a view to enter 
into business relations with him. But this must be done- 
with special care. 

Protections Afforded to a Banker by Statutes. The 
usual practice for a banker is to keep a specimen of his- 
customer's signature and carefully tally it <with those on 
cheques, etc., drawn by him before making any payment 
whatsoever on their basis. If the drawer's signature is 
forged or unauthorised, however clever the forgery, the- 
banker cannot debit his customer’s account in case he 
makes the payment. But there is an exception to this rule,, 
and it is where the banker can prove that this payment 
made by him was due to negligence imputable to the- 
customer. There is no statute to this end, but the position 
has been made clear in the course of certain important 
judgments. C. J. Best in Young vs. Crote said that the- 
banker cannot be called on to pay, if he has paid more than 
what he ought to have paid because of the fault of the 
customer. Though this is more applicable to a case wheie 
the customer draws a cheque so negligently that a forger 
has the chance of altering the amount, it may hold good 
in the case of a* forged signature also. But negligence 
imputable to the customer must be clearly distinguished* 
from mere carelessness. In the case Scholfield vs. Landas- 
borough, Lord Halsbury during the course of his judgment 
observed that if the customer by any act of his induces the 
banker to act upon the document, by his act or neglect of 
some act usual in the course of dealing between them, it 
is quite intelligible that he should not be permitted to set 
up his own act or neglect to the prejudice of the banker 
whom he thus misleads or by neglect permits to be misled. 
A customer is also under obligation to inform the banker 
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.as soon as it comes to his knowledge that hts forged 
signatures have been made, and any violation of this rule is 
sure to piejudice his inteiests. In Greenwood vs. Martin 
Bank Ltd , where a customer of a bank discovered that his 
wife had drawn forged cheques on his current account but 
remained silent for nine months and v hen she died there- 
after he claimed to be credited for all these amounts on the 
.ground that the banker had paid forged cheques, it was 
'held that the customer’s silence until after the death of the 
forger resulted in bank’s loss of its right against the forger 
and, therefore, he was stopped from relying on the said 
forgeries. A banker is also protected against liability for pay- 
>ment on forged endorsements provided he takes reasonable 
-care in meeting the cheques in good faith, without negli- 
gence, and in the ordinary course of business. In this country 
the position as described by Section 83 (1) of the Indian 
Negotiable Instruments Act is quite simple and clear. It lays 
down “where a cheque payable to order purports to be en- 
dorsed by or on behalf of the payee, the drawee is discharged 
'by payment in due course’’. The English Bills of Exchange 
Act, Section GO also lays down the same principle. It may, 
however, be said that the protection does not extend in 
dhe case of payment on a bill of exchange domiciled 
with a banker. The question whether a particular en- 
dorsement purports to be that of the person by or under 
whose authority it was required to be made is difficult 
to answer But the bankers answer it by exercising their 
-own common sense in the light of certain decisions of 
the courts and mercantile usage. We shall look to them 
in greater detail in connection with the method of endorse- 
ments The terms ‘in good faith,’ ‘Without negligence’ 
and ‘in the ordinary course of business’ are also important. 
Payment of a crossed cheque to any one not a banker is 
not in the ordinary course of business. Or, again, the 
payment of a cheque after or before the business hours 
is not in the ordinary course of business, and so on. For 
all such cases, however, we may refer to the conditions 
under which cheques may be dishonoured. ‘In good faith’ 
means payment without any knowledge of the defect in 
"the title of the holder, and ‘without negligence’ means 
ipayraent after taking proper care to the etfect that the 
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payee is the person who shoutd realiy get the payment, 

Endorsements 

Section 15 of the Indian Negotiable Instruments Act 
defines endorsement as follows : “When the maker or 
holder of a negotiable instrument signs the same otherwise 
than as such maker, for the purpose of negotiation on the’ 
back or face thereof, or on a slip of paper annexed thereto 
or so signs for the same purpose a stamped paper intended 4 
to be completed as a negotiable instrument, he is said to 
endorse it and is called the endorser." Here the phrase 'for' 
the purpose of negotiation’ is important, and further it may 
be said that this implies the delivery of instrument by the 
endorser to the endorsee. Section "hi of the English Bills 
of Exchange Act clearly lays down that ‘‘an endorsement 
means an endorsement" completed by delivery." A partial 
endorsement is of course not allowed, it should be 
always for the entire amount. In case endorsement is made 
on a separate piece of paper and this is usually done when 
there is no space on the back of the instrument so as to 
allow further endorsements to be made on it, the separate 
piece of paper is known as an allonge, and, must be fastened 
to the instrument,. Usually first endorsement on an 
allonge is made in such a way as to be written both 
on an instrument and the allonge. ( 

Kinds of Endorsements. The endorsements may be any 
of the following : — 

1. Blank (General or Simple). In this case there 
is only the signature of the endorser. 

2. Special (Qualified or Full). In this case there 
is also the name of the endorsee. 

3. PvRriAL. It means transference of only a part of 
the total amount. This is, however, not legal. 

i. Restrictive, (a) Where it prohibits further nego - 
tiation but not transference, e.g., pay to Shyam only, ( b ) 
where it restricts the endorsee to deal with the proceeds 
only as directed, e.g., pay to Shyam for my use. The 
banker is not bound m this case to assure himself that the 
proceeds will be used for the purpose required. It has the 
effect of binding only the endorsee. 

'9 



130 PRINCIPLES AND PRACTICE OF BANKING 

5. Sans Recourse. Where the endorser makes it clear 
that the endorsee, and subsequent parties to him should 
not look to him for payment in case the' instrument is not 
paid by the drawee, eg , Sans Recourse jai Raj Behari. 

6. Conditional. Where the payment is to be made 
on the fulfilment or non-fulfilment of a condition, eg., pay 
to Ram Lai on marrying Kalawati. But this condition 
may be disregarded by the banker. 

7. Facultative. When an instrument of credit is 
-dishonoured by the drawee, it is the duty of its holder to 
give a notice of the dishonour to the drawer and all the 
parties previous to him liable thereto. But in the case 
of a facultative endorsement, the endorser waives the 
right of receiving this notice, and agrees to be held liable to 
make the payment in spite of the fact. The usual words 
preceding the signature in the case of such an endorse- 
ment are : “The right of receiving notice of dishonour 
waived." 

Method of Endorsements. If endorsements are made in a 
particular method which suggests their having been made 
by or on behalf of the payee, there is a saving of a good 
deal of inconvenience. It also affords a protection to the 
paying banker under the statute which has already been 
referred to. 

In the case of a cheque payable to an individual, there 
should not arise any difficulty in making the endorsement. 
First of all, it should be borne in mmd that this must be in 
the same spelling as the payee’s name on the cheques. 
Thus in case the correctly spelt name of, say. Ram Dular 
the payee, has been mis-spelt in the cheque as Ram Dulare, 
it is to be spelt in the endorsement too as Ram Dulare and 
not as Ram Dular. However, the payee, if he so desires, 
can give his correct spelling within brackets below the 
signature in the spellings already appearing in the cheque. 
Secondly, if the payee’s name on a cheque has been written 
in full, the signature in the endorsement must also be made 
in full. An exception may, however, be made in the case of 
a Christian name. Thus a cheque in favour of Ram Lai 
Agrawal should be endorsed as Ram Lai Agrawal, and not 
as R. L. Agrawal. But a cheque in favour of James Smith 
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may be endorsed, as J. Smith. A cheque in favour of R. L. 
Agravval may, however, be endorsed as R. L. Agrawal. 
Thirdly, courtesy titles should always be omitted from all 
•endorsements whether they be of individuals or of joint 
persons, e g., Ram Lai and not Ram Lai, Esqr., or Mr. 
Ram Lai, etc., and Ram Lai Shyam Lai not Messrs. Ram 
Lai Shyam Lai or Syt. Ram Lai and Shyam Lai. The 
reason for this is that usually a person does not add courtesy 
titles to his name, while he himself writes it. Hence, in 
•case courtesy titles are added to the names in the endorse- 
ments, they do not purport to have been made by the 
endorsers themselves, and what is of importance to a banker^ 
is not whether they have been really made by them but 
whether they purport to have been made by them. But in 
case they are made on behalf of somebody else, courtesy 
titles may be added to the names of those persons on whose 
behalf they are made, e. g . 

For Mr. Shyam Lai, For Messrs. Ram Lai Shyam Lai, 

feam Lai, J. Biswas, 

Personal Secretary. Manager. 

In certain countries, such as France and Germany, 
•courtesy titles are added to the signature and hence in such 
places, the banker may regard them as regular. What has 
been said above is only with regard to courtesy titles and 
not professional, academical and distinction titles. Thus 
Ram Babu, Ph.D. ; Kaushal Kishore, Rai Bahadur ; Tej 
Bahadur Sapru, Kt , C.I.E , cannot be written as Dr. Ram 
Babu, Rat Bahadur Kaushal Kishore, Sir Tej Bahadur Sapru 
respectively. Unmarried women can add 'Miss’ and married 
women ‘Mrs.’ within brackets after their Signatures'Ll denote 
whether they are unmarried or married. Thus Shanti Devi 
(Miss), Kamim Bai (Mrs.) will be correct and not Miss 
Shanti Devi and Mrs. Kamini Bai. Finally, if an endorse- 
ment is made on the authority of somebody, such authority 
must be named. In case, it has been bestowed through a 
law court, the words per procurationem or their abbrevia- 
tions, c.g , Per Pro., p. p. must be placed before the payee's 
name. Otherwise the situation or office must be mentioned 
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immediately after the signature. As for example : 

P. P. Ram Lai, For Ram Lai, 

Shyam Lai. Shyam Lai, 

Secretary. 

The following are also reguhr : 

Ram Lai, Ram Lai, 

By his attorney Shyam Lai, 

Shyam Lai. Secretary. 

When the payee is an illiterate person, his thumb 
impression or mark must be properly witnessed. As 
-far as possible the witness must be the banker’s pre- 
vious acquaintance. Generally his full address is desired 
by the banker. The endorsement in this case will appear 
as follows : — 

Name Thumb Impression Witness 

Jeewan Jyoti (Impression) Sheo Kumar Singh, 

13, Zero Road, 
Allahabad. 

In the case of a* cheque payable to more than one 
individual, the endorsement must be made by all. If they 
constitute a partnership firm, any .of the partners may 
write the name of the same, e.g., for a cheque payable to 
Messrs. Ram Lai Shyam Lai (a partnership firm), any of 
the partners may write Ram Lai Shyam Lai, But usually, 
a banker also requires the mention of the name of the 
partner making the endorsement, c.g„ 

For Ram Lai Shyam Lai Ram Lai Shyam Lai, 
Ram Lai. Ram Lai. 

In case the endorsement is made by somebody other 
than a partner, he must mention the authority also. 

If a cheque is made payable to ‘‘Messrs. James " it 
may be endorsed as “James and Son,” or “James and Sons " 
or “James and Brother,” or “James and Bros.” “James 
and Co.” will however, be irregular as “Messrs. James” 
signifies a large number of James. But it is not good to 
-draw cheques in this form. " 

In the case of a joint stock company or any other- 
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•institution, the regular form of endorsembvqMER 
.For Northern India Trading P. P. Northern^ 

J. Bisw,as, , J. BiswSsAding 

Manager. - \ 

For C. A.-V, High School, C. A.-V. High Scho* 

Beni Prasad, < • Baldeo Prasad, 

Headmaster. Manager. 

The following will, however, be irregular as they are 
personal endorsements. 

J. Biswas; ' Beni Prasad, 

, Manager, Headmaster, ’ 

^Northern India Trading Co., C, A.-V. High School. 
Baldeo Prasad, 

Manager, 

C. A.-V. High School ' 


It is a well-known legal principle that an agent cannot 
-delegate .the authority conferred on him by his prin- 
cipal, and hence any endorsement made for an agent is 
irregular. 

A cheque payable to trustees must be signed by all 
•the trustees. Bankers refuse to accept a per pro endorse- 
ment or an endorsement of a single trustee on behalf of his 
co-trustees. “This rule is very necessary owing to the 
•strictness with which the courts always safeguard the 
.interests of the beneficiaries of a trust. The knowledge 
ihat the trust funds are being dealt with, imposes on all 
those to whom such knowledge can be imputed the neces- 
-sity of more than ordinary precautions for the prevention 
of fraud.’’ 2 The endorsement must indicate the name of 
the bust also. 


- In the case of executors and administrators, however, 
an endorsement by a single executor or administrator on 
behalf of the body of executors or administrators is regular, 
< g- 

For self and co : executors of Mr. Shyam Lai 
J. Gangola 

2 Please consult Sykes, Banking and Currency , page 143. 
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A cheque payable to a married woman in her hus- 
band’s name, c g., Mrs. ]. Bisuns, should be endorsed as 
Rama Bai, wife of Mr. ]. Biswas A cheque payable to a 
Christian Miss say Miss Ehrabeth Jones, will be endorsed 
after her marriage with James Smith as Eli 2 abeth James 
nee Jones. 

There are some more points regarding the methods 
of endorsements which may also be taken up here. 
Though an endorsement in pencil or made by a stamp is 
valid, it is not accepted by a banker. Where the payee or' 
endorsee presents a cheque in person, it is usual for the 
banker to insist on having his signature on its back. This 
is not an endorsement, as it is not made for the purpose 
of negotiation, w'hile we have seen already in the defini- 
tion of an endorsement that it is an essential part of it. 
This is a receipt for the money which the banker pays. If 
the payee or endorsee, whoever the person presentins the 
cheque be, refuses to sign as such, the banker can demand 
a receipt and this if for an amount-of Rs. 20 or more in 
India, and of £2 or more in the United Kingdom must 
bear a revenue stamp. Penalty for refusing to give a 
receipt is very heavy and so it should not be refused. It 
may, therefore, be said that there is no gam by refusing to 
put the required signature, and as there is no liability in 
doing so, it must be put without any grumbling or anything' 
like that. If a cheque is payable' to a fictitious or non- 
existent person or to wages, rent, etc., it must be treated 
as payable to bearer. If a cheque is originally drawn pay- 
able to bearer, it remains a bearer cheque both under the 
English Bills of Exchange Act and the Amending Indian 
Negotiable Instruments Act (1931), notwithstanding endorse- 
ment in full or blank. 

Conditions under which Cheques may be Dishonoured 

It was said in connection with the peculiarities of the 
relationship of a debtor and creditor between a banker and 
his customer that the former cannot dishonour the latter’s 
cheques, except under certain conditions. Herein we must 
look upto these : 

(1) A banker dishonours his customer’s cheques for 
w r anf of regular endorsements. 
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(2) He does so if the signature of the drawer on it does 
not conform with the specimenjsignature with him. 

(3) If the cheque is a post-dated one, i.e., if it bears date 
which is as yet to arrive as he is not allowed to debit his 
customer so long as the date which it bears does not 
arrive, and hence, in case the customer becomes bankrupt 
or lunatic, or dies in the meantime, he loses the amount if 
already paid. If a post-dated cheque has been paid, and 
due to this payment, there is no sufficient balance left to 
enable the banker to pay a regular f cheque, he cannot dis- 
honour it. The regular cheque musvbe honoured, if there 
would have been sufficient balance to enable the banker 
to honour it had the post-dated cheque been not paid. The 
customer has also got the right to stop the payment of a 
cheque before its due date. In case he does so the banker 
stands to lose if he has already paid it. 

(i)* If it is a crossed cheque and not presented through a 
banker. It must be remembered that a crossed cheque can- , 
not be paid on the counter of a bank. 

(5) If it is a stale cheque, i.e,, if the date on it is of a day 
six months previous to the date of presentation. There can- 
not be any objection in the payment of any other ante- 
dated cheque, i.e., one bearing a date previous to that of the 
presentment but not more than six months. 

(6) With regard to the trust funds, if he has got the least 
doubt regarding the use of the amount proposed to be with- 
drawn so long as it is not removed. It has already been 
observed that a banker has to be extra-cautious in his deal- 
ings in the trust funds. 

(7) If there is’any doubt regarding the amount. It must 
be the same both in words and figures. A banker may 
make the payment according to what has been given 
in words, though the better course is always to refer 
it to the drawer. All alterations, specially those in 
connection with the amount must be initialled by the 
drawer. 

(8) If there is no balance left in the customer’s account 
toenable-the payment of a cheque to’be made. If an 
arrangement for an overdraft has already been made the 
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cheque must be honoured. Such an arrangement can- 
not be cancelled without giving an adequate notice. If a 
banker has made a mistake in striking out the balance 
of a customer's account in the pass book, and the customer 
acting on the basis of such a balance has drawn a cheque, 
the banker must honour it. He has, however, got the right 
to claim the amount from his customer. 

(9) If the drawer himself has stopped the payment. A 
banker has to’ obey all commands of his customers regarding 
his account. 

(10) If the customer is declared to be bankrupt, or 
lunatic, or if he dies, 

(111 If an appropriate court of law serves a garnishee 
order. If A has obtained a judgment against B in a court 
of law, such judgment may be satisfied by levying execution 
against B’s property, or by appointing a receiver, or by 
obtaining the service of a garnishee order on any person 
known to have funds of the judgment-debtor in his hands. 
“If, then, A knows that B has an account with a banker, 
he may get a garnishee order served on him ; the garnishee 
order being a warning issued bv the court of A’s charge 
on B's account and forbidding the banker to hand over such 
•fund, or to deal with it in any way to the detriment of A. 
Even if the balance to the credit of B's account is.Rs. 1,000, 
and the amount of the debt is only Rs. 100, the banker has 
to dishonour all cheques, since the order charges the whole 
.account. 

Reasons generally assigned by the bankers for dishonour- 
ing their customers' cheques 

The following are usually the reasons assigned by a 
banker for dishonouring a cheque : 

1. Refer to drawer (R/D). This is a very vagde 
term. It means that there is something wrong with the 
cheque. It is usually put down m case there is no sufficient 

■ 'fund to the balance of .the drawer’s accoun', 

2. Not arranged. This means that the customer’s 
particular account on which the cheque has been drawn, has 
not got sufficient balance to enable the banker to make the 
•payment, though there is a balance in other accounts and 
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payment could be made, had a transfer been arranged for 
by the .drawer. The banker has, however,- got the right 
to make the payment by transferring the necessary amount 
4'rom the account having a surplus balance. 

3. Effects not vet cleared, please present again. 

3t sometimes happens that a cheque is presented for 
payment just at the time when the drawer has paid into 
his credit certain cheques which have not been cleared. 
Under such circumstances the cheque is returned with the 
above remark. 

4. Exceeds arrangement. This again shows shortage 
■of funds. It may be possible that the amount of the cheques 
is more than the amount of the overdiaft available or the 
amount of the' transfer from other accounts is available. 

5. Insufficient funds. This clearly shows that the 
"funds are not sufficient to enable the payment of the cheque. 
This remark should be avoided as far as possible. Reason 
•number (1) may be assigned to indicate it. 

6. Full covers not received. This is another remark 
meaning the same as (5). 

7. Payment stopped by the drawer. This term is 
■self-explanatory. 

8. Drawer's signature differs. The banker keeps 
an autograph book in which it has the specimen signature 
■of all the customers. When a cheque is presented to the 
bank, the signature on it is confirmed with the specimen - 
•signature in the autograph book. The term indicates that 
the two signatures differ. 

9 payees’ endorsement is incomplete or re- 

quired/irregular/illegible. In the blank space is filled 
1st, 2nd, 3rd,' etc., as the case may be. This indicates that 
the endorsement of the particular payee is incomplete, or 
required, or irregular, or 'illegible. ‘Complete endorsement 
means signature along with all the suffixes as given in the 
body of the cheque or in subsequent endorsements, ‘irregu- 
lar’ means not according to the regular practice. 

10. Endorsement requires bank’s guarantee' or 
confirmation. In case a cheque is presented through 
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a bank, and there is any doubt with regard to a particular 
endorsement, it may be referred back to the collecting bank 
for guarantee or confirmation. In case of its turning out to 
be forged later on, the collecting banker is held liable. 

11. Drawer's signature required This remark may 
be put in case the drawer has missed to sign. 

12. Cheque is mutilated/pd^t-dated/out of date. 
A mutilated cheque is not paid. In case it has been accident- 
ally torn, the drawer must certify the fact on the face of the 
cheque itself. Similarly, a post-dated cheque is not paid so 
long as the datc'given on the cheque does not arrive. A 
cheque more than 6 months old becomes out of date and is 
not honoured with the consent of the drawer. 

13. Amount in words and tigures differ. The 
banker may pay the amount in words, but he can also return 
the cheque" in this case with the above remark. 

14. Crossed cheque must be presented through a 
bank. A crossed cheque cannot be paid to anybody else 
except a bank. 

15. Clearing stamp required. The clearing bank 
ought to put its stamp. In cases it does not do so, the 
cheque may be returned. 

16. Alteration requires drawer’s confirmation. 
Even a slight alteration must be initialled by the drawer. If 
it has not been done so, the cheque must be returned, 

17. Drawer deceased A banker cannot pay a cheque 
on receiving the information of his customer's death. 

18 Drawer declared bankrupt. This remark should 
be made only after having made full confirmation of the fact. 

19. Garnishee order served. In case a court of law 
has done this, the cheque cannot be honoured. 

20. Type-written cheque. A typed cheque is not paid 
by the banks. 

Banker’s liability on wrongfully dishonouring a cheque 

A banker cannot dishonour a cheque without any 
sufficient reason. In case, he dishonours it wrongfully, he 
is not only liable to make good the loss caused to the 
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(5) When the acceptors’ signatures are forged. These, 
the must compare with the specimen in the autograph book, 

(G) If the signature of the payee or that of any sub- 
•sequent endorsee is forged. A banker has not been given 
^protection against payment of domiciled bills bearing 
lorged endorsements as has been given against that of 
.cheques. This is really a very great drawback, as it is 
.not possible ior a banker to recognise the signatures of 
-each and everybody. Usually a banker secures his position 
tby taking a guarantee from the last holder to the effect 
-that the latter would indemnify him in case any of the 
•endorsements on the bill turns out to have been forged. 

(7) When the acceptor has been declared bankrupt. 
>In the case of death also, it should be referred to his 
-successor, 

2. SUBSIDIARY RELATIONSHIPS 

They are two in number: (l) that of an agency : and 
.{2) that of a trust. 

1. Agency Relationship 

In all cases, when a banker makes payment on the 
•order of his customer, whether it be in the form of a 
•cheque or a bill domiciled to lum, he acts as an agent, and 
.as such is responsible to his principal, the customer for 
.all the acts done by him. Any breach either through error 
•or negligence renders him liable in the same way as it 
renders an agent to his principal. But he has been given 
a special protection against payment on forged endorse- 
unents and this we have already gone through. 

We know that a banker also collects his customer’s 
•cheques, bills, promissory notes, coupons, dividend war- 
rants, subscriptions, rents, income-tax, insurance premia, 
and other periodical receipts. He purchases and sells on 
•his behalf shares, stocks, debentures and bonds, etc. In 
-all these cases and in sundry others, lus relationship with 
Jus customer is again that of an agent and principal, and 
-as such all the lights and obligations between them are 
.governed by rules relating to agency. There is, however, 
one exception and it is in connection with the collection of 
■a crossed cheque. ' 1 
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Crossed Cheque. A crossed cheque is a cheque across 
the’ face of which two transverse parallel-lines are drawn 
with or without the words "& Co.", or any other words.. 
The effect of which is that the , drawee bank shall not pay 
it otherwise than to a banker. A cheque may. be crossed 
generally or specially. 

General Crossing A cheque is said to be crossedl 
generally in case it has only two transverse parallel lines- 
with or without some such words as “& Co.", "Not Nego- 
tiable" "Account payee oniy", “under one hundred rupees" ■ 
singly or jn combination, but without the name of a bank- 
within it The following are the Specimen of Generah 
Crossings : — 
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The effect of a general crossing is that a cheque is- 
not payable at the counter of the drawee bank to any 
person other than a banker. The holder of a crossed* 
cheque having no bank account can obtain its payment by 
endorsing it to a friend having a bank account. 

Special Crossing. A cheque is said to be specially- 
crossed, if in addition to the words given above or without 
them there is also the name of some bank within the two- 
transverse parallel’ lines contained therein. For specimen 
D,f it, we may have any of the forms given under general 
Crossings but with the name of a bank and without the- 
words "& Co." The effect of this kind of crossing is. that 
it can be paid only through the particular bank whose- 
name is mentioned within the crossing. A cheque cannot 
be crossed specially to more than one banker excepting in- 
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■the case when it is crossed to an agent for the purpose of 
* -collection, and in dase of the violation of this rule, the 
.banker on whom it is drawn shall refuse payment thereof. 

Protection afforded to a banker tn connection with the 
collection of a crossed cheque for his customer. When a 
banker collects a credit instrument for his customer, he 
does it in the capacity of an agent and hence his title to 
the instrument depends upon that of the principal, i.e., 
the customer on whose behalf he collects it. From this it is 
obvious that in case the customer’s title to it proves defec- 
tive, he incurs a liability to its true owner, and may be 
required to make good his loss. But, Section 131 of the 
Indian Negotiable Instruments Act, and Section 82 of the 
English Bills of Exchange Act afford protection to a banker 
provided he collects a crossed cheque for his customer. 
Section 131 of the Indian Negotiable Instruments Act lays 
down as follows : "A banker who has in good faith and 
without negligence received payment for a customer of a 
cheque crossed generally or specially to himself shall not, 
in case the title to the cheque proves defective incur any 
liability to the true owner of the cheque by reason of only 
having received such payment.” 

As an explanation to it, the following has also been 
added 

"A banker receives payment of a crossed cheque 
for a customer within the meaning of this section not- 
withstanding that he credits his customer’s account with 
the amount of the cheque before receiving pay 7 ment 
thereof.” 

It must be remembered, that a banker is afforded 
this protection^ only- if he collects a crossed cheque and 
that too for his customer ; in the case of the collec- 
tion of an open cheque or any other instrument and 
for a person who is not a customer of the banker, this 
protection is not afforded. He is also required to act, 
in good faith and without negligence. When a cheque 
is presented to a banker with a view to open a cur- 
rent account, he should be very careful to obtain a satis- 
factory reference of the person m whose name the account 
is required to be opened. Failure to obtain reference 
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and that too a satisfactory one has been held to be negli- 
gence sufficient to deprive the banker of the aforesaid 
protection. In Ladbrok vs. Todd where a thief had 
stolen a cheque and forgtd the endorsement of the payee, 
•opened an account with it with a banker, got it collected 
and withdrew the -proceeds, the bank was held guilty of 
negligence and had to refund the money. In The Guard- 
ians of St. John vs. Barclays, where the thief actually gave 
a reference of one Mr. Woolfe, at Fitzroy Square whom the 
bank did not know, and who in fact did not exist, the 
foank was held guilty of negligence. 

Collecting Banher’s Position as a Holder in due 
•Course. Cheques, bills of exchange and promissory notes 
are negotiable instruments, the chief characteristic of which 
is that they can pass title by endorsements, or by mere 
•delivery, and the transferee if he receives them bona fide, 
for value, in proper forrmand before the date of maturity, 
acquires a good title to" them, no matter even if he received 
them from a person whose title to them was defective, and 
lie can sue upon them in his own name. If a collecting 
‘banker relies on his position as such, i.e., a bona fide 
holder for value or holder in due course, having given his 
customer value previous to collection, he can do so. But 
in case he has not given the value, or cheque in ques- 
tion is crossed and there exist the words ‘not negotiable’ 
within the crossing, his claim is defeated by the existence of 
a forged or unauthorised endorsement of any previous party. 
Hence, the statutes mentioned previously are of utmost 
importance to the collecting banker for protection against 
the collection of a cheque bearing a forged or unauthorised 
endorsement. 

2 . Trust Relationship ^ 

A banker stands in the relationship of a trustee also to 
lus customer. An example of it was given in the very 
"beginning of this chapter in the case of Official Assignee of 
Madras vs. J. W. Irwin, yje also know that he receives 
his customer's valuables, ornaments and jewels, documents 
and deeds, etc. for safe custody. When he leceives these 
without making any charge for the service, he stands in 
2he position of a gratuitous bailee, and incurs liability only 
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for loss caused through gross negligence. But in case he- 
makes a charge for it he stands in the position of a paid 
bailee and would be liable foi ordinary negligence also. 
This is in accordance with the English law. Indian law 
does not make any distinction. According to it a bailee- 
lias to take as much care of the goods bailed to him as a- 
man of ordinary prudence would, under similar circum- 
stances, take of his own goods of the same bulk, quality and 
value as the goods bailed, and in case this has been done r 
he is, in the absence of any special contract not responsible 
for the loss, destruction or deterioration of the thing bailed. 
But this protection does not extend to a wrongful delivery^ 
Usually, a banker requires articles for safe custody to be 
delivered in a sealed packet or box, and what he has to do- 
is to return it with all the seals intact to the depositor or 
his order. It has been held in several cases that a wrong- 
delivery of it to an unauthorised peison is nothing less than 
a conversion, i e , putting the goods bailed to one’s own. 
use, and is as such punishable under that law. But some- 
times, certain instruments of credit are handed over to a- 
banker not only for safe custody but also for the purpose- 
of collecting interest, dividend, or the instruments them- 
- selves when they fall due In these cases, he can also- 
exercise the right of his general hen on them for any debt 
due to him by his customer. A banker’s general lien must 
be distinguished from a particular hen 

General vs. Particular Lien. A particular lien is a right to 
retain an article until all charges in connection with it have- 
been satisfied. A general lien, on the other hand, is a right 
to retain valuables until all debts due by the owner to the 
holder have been discharged. Bankers have both a parti- 
cular lien and a general lien. But it may be said here that 
in cases a banker has a particular'lien on a certain article 
he cannot also claim a general hen on it. To take an 
illustration, supposing that securities of the value of Rs. 10,000' 
have been deposited with a banker to secure a debt of 
Rs. 8,000. Here, the banker gets, a particular hen on these 
secunties to the extent of Rs. S,000 plus interest. In case 
the customer fails to pay this amount the banker can re- 
cover it out of these securities, but he cannot claim a 
general lien on the balance left if any for some other debt 
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which the customer owes him. If the securities are left 
with the banker even after the payment of the particular 
loan, he acquires a general Hen on them as well. A hen 
does not in any way give 'the power to sell the securities 
concerned. They can be utilised as such only after obtain- 
ing a decree for the debt and then attaching them on exe- 
cution. The bankers get a general lien on cheques, 
etc., given to them for collection, and then proceeds 
can be utilised for settling any debt due upon the 
customer. But in case any money is required to be 
utilised by the banker for a specific purpose, it must be 
utilised as such. 

3. SPECIAL RELATIONSHIPS 

The above are the general relationships between a 
banker and his customer. But there are certain special 
relationships /between them, and out of these arise special 
liabilities of the former in dealings with the latter. First 
of all, as we know, a banker must not pay the cheques of 
a customer who has been declared bankrupt. In case he 
does so he is answerable to the Official Assignee in whom 
all the property of such a person vests for the benefit of 
his creditors. He should also not open or carry on an 
account with an undischarged bankrupt or he may possibly 
be called upon to refund all payments made by him on 
the account. We have also seen that on a notice of the 
death of a customer, the banker should stop payment of 
his cheques. What happens in such a case is that either 
the executor, or the deceased produces either a probate 
or a letter of administration or a succession certificate 
respectively obtained from a competent authority, and on 
the basis of it, the banker makes the payment to the right 
person. It was observed previously that a banker should 
not also make payment of a lunatic customer. But this 
must be done only after obtaining sufficient proof of the 
fact. Of course, if the customer is confined in a lunatic 
asylum, or is judicially declared a lunatic, the banker is 
safe in stopping the dealings. The position of an intoxi- 
cated person is also akin to lunacy, and hence care should 
be taken while making payment to such a person wheh 
he calls himself in for encashing his cheques. This may 
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be done by obtaining a reliable witness. It is safer for a 
bank not to have any dealings with persons addicted to 
intoxication. 

A banker .must also take care in dealings with a minor 
customer. ‘It has in some quarters been argued that a 
minor, being unable to give a valid discharge for a debt, can, 
when he comes of age, repudiate, as against his banker, 
cheques drawn by himself upon the latter, but the better 
opinion seems to be against such a strained interpretation 
of the protection afforded by law to minors The general 
practice is to open an account with a minor but not to 
allow him an overdraft A minor can make endorsements 
and also act on behalf of others. 

He should also exercise sufficient care in dealings with 
trustees It has already been observed that the courts 
always safeguard the interests of the beneficiaries with a 
considerable strictness, and the knowledge that the trust 
funds are being dealt with, imposes on all those to whom 
such knowledge can be imputed the necessity of more than 
ordinary precautions for the prevention of fraud. Under 
ordinary law, the delegation of power b) r trustees to one of 
their number is not permissible. It can only be done under 
a clause in the deed. Thus, whether to accept the signature 
of one trustee on behalf of others or not must be ascertained 
by the banker by a reference to it. If a particular customer 
has art account in his personal name and another in the 
name of a trust, any transference by him from the latter 
to the former should put the banker on inquiry. Even a 
slight suspicion of a breach of trust requires the banker 
to be on guard No misappropriation of such a fund is to 
be allowed in any way. 

A banker is also required to act with care in his dealings 
with employees and agents. They have a limited authority, 
and hence when they do anything, it must be ascertained’ 
whether they can do it or not Section 27 of the Indian 
Negotiable Instruments Act lays down, “A general authority 
to transact business and to receive and discharge debts does 
not confer upon an agent the power of accepting or endors- 
ing bills of exchange so as to bind his principal”. The 
word 'agent’ here includes an employee When they have 
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also their personal accounts along with those of their 
principals, the banker has to exercise Vigilance lest the 
cheques payable to the principals might not be paid to the 
personal accounts. A collecting banker must be very care- 
ful, as the protection afforded to him under Section 131 
of the Indian Negotiable Instruments Act can be of no ava'il 
if he acts even a little negligently. In the case Btssel vs. 
Fox, s England, a commercial traveller opened an account 
with a bank in his own name and paid in to his credit 
cheques payable to his principal which he had endorsed 
"per procuration". A "per procuration" signature 'operates 
as notice that the agent has but a limited authority to 
sign,’ and it was held that the circumstances were sufficient 
to put the banker upon inquiry as to the validity of his cus- 
tomer’s power to endorse in this way, and that, therefore, 
the bank did not act "without negligence". In fact when 
per procurationem signatures are made, the banker must 
demand the Power of Attorney for hiS perusal. 

Finally, in dealings with an undivided joint Hindu family 
firm, the banker must see that the cheques are signed by 
the managing member, known as karta and generally the 
eldest male member of the family, as he alone has the 
capacity in law to enter into contracts, etc., on behalf of 
the joint family firm. This is 'quite different from what is 
the case with a partnership firm, where every partner unless 
there is an agreement to the contrary has an equal right. 

TEST QUESTIONS 

1. Define a customer and explain the various important 
features in that connection. 

2. What different accounts can be opened in a bank ? 
Explain the process of opening each one of them. 

3. What are the different forms of relationship that arise 
between a banker and his customer ? Discuss the various charac- 
teristic features of the principal relationship between them. 

4. What protections have been given to a banker in connec- 
tion with forgery on a cheque ? Discuss his position in respect 

s Sykes : Banking and Currency, p. 131. 
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of (a) payment of a cheque bearing a forget signature, and (£>) 
payment of a cheque bearing a forged endorsement. 

5. What is meant by endorsing a cheque ? When and how 
should cheques be endorsed 5 State different kinds of endorse- 
ments. 

6. In what circumstances will a bank refuse to pay a cheque 
drawn upon it by a customer ? 

7. What are the reasons which are usually assigned by a 
banker while dishonouring a cheque ? Explain them clearly. 

8. What is the liability of a banker for wrongfully dis- 
honouring a cheque 5 Illustrate your answer by suitable 
examples 

9. What is the liability of a banker in respect of the pay- 
ment of a domiciled bill 7 Under what circumstances, it may be 
dishonoured bv a banker ? 

10. What are the obligations and rights of a collecting 
banker with regard to a crossed cheque 5 Mention in this connec- 
tion the statutory protection afforded to him. 

11. What do you understand by crossing? Give various 
forms of it. What are its objects ! 

ft 

12. What do you understand by a banker’s lien ? Point out 
the difference between a general and a special lien in this 
connection- 

13. What are the special kinds of customers with which a 
banker has to deal ? Mention in this connection the special 
vigilance necessary to be exercised by him. 



CHAPTER X 

BANKER’S SECURITY FOR ADVANCES ' 

We have already seen that a banker advances only 
on the basis of good securities. They are of multifarious 
types, and in order to understand the risk attached to 
them, we must be fully acquainted with the essential 
characteristics of each. A banker must* be very careful 
while dealing with the securities. He is required not 
only to select those which are raoreor less steady in value 
and can be easily sold in the market but also to see that the 
summaries and other titles he gets on them are not unsafe. 

CLEAN ADVANCES 

In many cases when the customer is a man of unim- 
peachable reputation and sound financial position he is 
granted a loan or allowed an overdraft on personal security. 
In such a case, the banker depends entirely on his integrity, 
strength of character, prompt and businesslike dealings. 
But in order to safeguard his position, the banker may also 
take the signatures of one or two independent Sureties or 
guarantors on the promissory notes executed by such a 
person. In case of default the principal debtor is, however, 
the person to whom the loan is granted. The banker can 
realise his claims from the surety or the guarantor only in 
case they remain unpaid from the property of the debtor. 
Such advances are known as clean advances. 

The guarantee or surety may be continuing or specific , 
In case of the continuing guarantee, the surety or guarantor 
is held responsible for the fluctuating balance of account 
until the whole of the advance is repaid, while in case of 
the specific guarantee, he is held responsible for a single 
transaction only. Suppose A obtains a loan of Rs. 500. 
after some time he pays in Rs. 200. But he draws Rs. 100 
again. The balance of Rs. 400 is thus due from him. In 
the case of a continuing guarantee, the guarantor is held 
liable for Rs. 400 and he cannot take advantage of the 'cre- 
dit of Rs. 200 which A had paid in. In the case of a specific 
guarantee, however, the guarantor is held responsible for 
Rs. 300 only because A had once paid in Rs. 200, In this 
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case he has to do nothing with Rs. 100 which A had again 
withdrawn without his standing as a guarantor. When a 
guarantor or surety has paid the money due from the prin- 
cipal debtor, he gets, of course, the right to claim this 
amount from him. 

COLLATERAL SECURITIES 

Borrowers are generally required to deposit col- 
laterals for the loans advanced to them. Collaterals 
signify some tangible property or right of ownership to 
it or documents of value. 'Collateral' means 'additional' 
and such securities are known by this name because they 
stand by the side of the personal security of the borrower. 
In fact, they can be disposed off only in the event of his 
failure to repay the loans promptly. A collateral security 
may take either the form of a hen or a pledge or a 
mortgage. 

A hen implies the right to retain the security, and not 
to sell it. This can be done only when a decree has been 
obtained from a court of law and it has been attached on 
execution. But in the case of fully negotiable securities, 
g„ bearer bonds, share warrants, stocks and certificates, 
uearer and registered debentures, bills of exchange, pro- 
missory notes and cheques, a banker’s lien implies also 
the right to sell them after giving due notice to the cus- 
tomer for satisfaction of claims. It does not extend to 
title deeds or documents of title to goods. They can only 
be retained. 

In the case of a pledge, the banker has got the right 
to retain as well as to sell the securities after giving due' 
notice to the borrower. This, then, is the difference be- 
tween it and a lien, with the exception of those securities 
which have been mentioned in the last para. Hence a 
pledge is preferable to a lien in ordinary cases. 

A mortgage is necessary when the securities offered 
consist of immovable property. In this case as opposed 
to in the cast of a hen and a pledge, the possession is not 
transferred to the lender. It remains with the borrower or 
somebody appointed by him. What is usually transferred 
is the ownership. In the case of a lien and a pledge, how- 
ever, there is usually a transfer of possession and not 
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of ownership. But what has been said here regarding a 
mortgage is true of only a legal mortgage. In fact, mort- 
gages are of several types, though we are concerned here 
with only a legal mortgage and an equitable mortgage. 
A legal mortgage is effected by means of a mortgage-deed 
which is written on a stamped Government paper and is 
registered with the Registrar of the Mortgages. An equit- 
able mortgage is effected, on the other hand, only by 
depositing the title-deeds with or without a memorandum 
or by depositing only a memoraridum of charge and not 
the title-deed with the mortgagee. The difference between 
the two is that while in the former case the ownership of 
the property mortgaged passes to the mortgagee, and hence 
he acquires the right to sell it on default by the mortgagor, 
in the latter case, he has to approach a court of law for 
obtaining a previous sanction or order to that effect. 
Equitable mortgage is allowed in India only in Calcutta, 
Madras, Bombay, Karachi and any other town which the 
Governor-General by notification may specify. In the case 
of a legal mortgage also on repayment of the loan, the 
mortgagor gets back the full ownership of property. This 
right of the mortgagor to reclaim full ownership is called 
his ‘equity of redemption.’ 

TYPES OF COLLATERAL SECURITIES 

Collateral securities usually offered to a banker may be 
grouped under the following heads : — 

1. Stock Exchange Securities 

These consist of both Government securities and securi- 
ties of the joint stock companies. They may be ( a ) fully 
negotiable (convertible) or ( b ) non-negotiable (inconvertible). 
The latter may, however, be again subdivided into (?) in- 
scribed stocks and (n) registered stocks and shares. Fully 
negotiable securities (convertible) are transferable by deli- 
very or endorsement. Ih the case of non-negotiable inscribed 
stocks, however, when a transfer is made, an entry is 
required to be filled in either by the holder or his repre- 
sentative in i the issuer’s register, and hence they are not 
transferable by delivery or endorsement. The banker must, 
therefore, to perfect his title thereto get them transferred 
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into his name by inscription in the books of the issuer. 
Coming to non-negotiable registered stocks, they are 
evidenced by certificates given duly sealed by the issuing 
authority and may be transferred by means of either a legal 
transfer or an equitable charge . A legal transfer is effected 
either in writing or under seal by the execution of a trans- 
fer-deed and when it is sent with the certificates to the 
company, the banker is registered as the holder and a hew 
certificate is issued. An equitable charge on the other hand 
is effected only by a deposit of certificates with or without a 
memorandum of deposit or a memorandum of transfer and 
duly executed blank transfer. A deposit of certificates is 
usually accompanied by a memorandum of deposit and duly 
executed blank transfer, as in cases of default the blank 
transfer can be filled and the shares, etc., got transferred m 
the banker's name. In the case of deposit of certificates 
only or a memorandum of deposit also, the banker has to 
call upon the customer in default and ask him to' execute a 
legal transfer and on refusal he can obtain the sanction of 
a court for a transfer and for a power to sell the securities. 
This is surely not convenient for him, and hence it is not 
very popular. 


STOCK EXCHANGE SECURITIES 
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Merits. (1) They are easily and quickly realisable. 

(2) Their actual market value can be easily ascertained. 

(3) Their value does not fluctuate violently. 

(4) -Their title is clear, and hence they are transferable 
without much difficulty. 

(5) In the case of negotiable securities, the banker, if he 
takes them bona fide and for value, 'acquires a title against 
all the world to hold them until the obligation they \Vere 
given to cover is discharged’. 

(6) In times of need they can be pledged with the central 
bank without much difficulty for advances, from it. 

Demerits , (1) In the case of a partly paid share or 
debenture, the banker may be called upon to pay the un- 
called portion, as a failure to do the same usually leads to its 
forfeiture, 

(2) Certain joint stock companies insert a clause in their 
article to the effect that they will have a first and paramount 
lien on their own shares for any debt due by their customers 
who happen to be their shareholders also. In such cases, a 
banker may find, his right valueless if he finds at the time of 
their sale that there is a debt owed by his customer to the 
issuing company as well. 

(5) If the securities are non-negotiable, there is much 
inconvenience at the time of transfer. The banker's title to 
them is the same as that of the transferor, and it is possible 
that they may turn out to be defective. 

Precautions. (1) Sufficient margin must always be 
maintained. As soon as there is a fall in the value of the 
securities, fresh collaterals must be obtained or the amount 
of advance reduced. 

(2) Partly paid shares and debentures should, on no- 
account, be accepted. 

(3) In_the case of non-negotiable securities, as far 
as possible, transfer must be effected at the time of the 
advance. 

(i) Speculative shares must be avoided. 
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2. Negotiable Instruments 

We know that a bill of exchange can be discounted 
with a banker. When this is done he gets the full right 
over the same and may sell or re-discount it to or with 
anybody else. In case it is' given as a pledge, this is not 
possible, and the banker must retain it till maturity It 
is, therefore, always better from the banker’s point of , 
view if such securities are sold outright to him ratner than 
be pledged. 

Merits. (1) They give better title to the banker if taken 
in good faith. 

(2) Their value is fixed. 

(3) They may be re-pledged. 

(4) Money is available at maturity. 

Dements. A negotiable instrument entails upon the 
banker the duty to realise its value on maturity. 

Precautions. As far as possible they should not be 
accepted by way of pledge but rather be had on discount. 
This is necessary if the banker wants to have the right to re- 
discount them w ith the central bank. 

3. Goods or Documents of Title to Goods 

If goods are pledged with a banker they may be either 
kept in his godown or left in that of the borrower. In the 
latter case, it is necessary that the keys should be handed 
over to the banker. In both cases, insurance is required 
to be effected and the premium is payable by the borrower. 
In the former case, he is also required to bear storage 
charges. Documents of title to goods may also be pledged. 
These include, a bill of lading, dock warrant, warehouse 
keeper’s certificate, wharfinger’s certificate, railway receipt, 
warrant or order for the delivery of goods and any othei 
document used in the ordinary course of business as proof 
of the possession or control of goods, or authorising, or 
purporting to authorise either by endorsement or delnery, 
the possessor of the document to transfer to receive goods 
thereby represented. 

Merits. (1) Goods or documents of title.to goods form 
tangible securities. 
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(2) Their value does not fluctuate widely. 

(3) They can be sold very easily. 

(4) Advances made on their basis are likely to be paid 
within a short period as they are held with a view 
to be sold at the earliest opportunity coupled with sufficient 
profits. 

(5) Their value can be easily determined. 

Demerits. (1) Goods are liable to deterioration and 
damage. 

(2) Their value is subject to daily fluctuations though 
not widely. 

(3) In certain cases, it requires an expert knowledge to 
make a correct estimate of the quality, and hence there are 
more chances of fraud. 

(4) Some..goods require a huge space for storage. 

(5) There is a greater possibility of theft. 

(G) As they are required by the borrowers in small lots 
according as they are sold by them, the banker is put to 
much inconvenience in giving delivery and keeping a record. 
There is a danger of mistake in releases as well. 

(7) In the case of documents of title to goods, there is a. 
possibility of forgery. 

Reasons for tlieir Unpopularity in India. (1) There 
arc no licensed warehouses worth mentioning in tins’ 
country. 

(2) There is a lack of suitable grading in the case of 
many commodities. In others, it is not strictly adhered to. 

(3) There is an absence of organised markets for certain 
staple commodities in various places and hence the difficulty 
in ascertaining their value. 

Precautions. (1) Goods more liable to deterioration 
an d damage must as far as possible be avoided. In case 
they are accepted insurance should be effected against aif 
possible risks. Bullion is perhaps the best of all the goods 

far as freedom from the liability of deterioration ana 
damage is concerned. 
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(2) Care should be taken to find out daily changes in 
th< market \alue of the goods received on "pledge and 
suriicient margin must alwa\s be maintained with a view 
to safeguard against losses due to fall in the value. 

(>) An expert staff must be maintained with a view to 
ascertain the quality of the goods pledged. 

(1) There should be strict supei vision regarding re- 
leases. If possible a whole time clerk must be kept for 
this purpose. 

(5) In cases of the pledge of documents of title to goods, 
care must be taken to ascertain that they are genuine. As 
r ?i S P° Si,| k‘ e attempts should be made to obtain evidence 
°f the fact that the title of the borrower to the documents 
ottered as security is good. 

_ ^ kyY. 1 should accept only such goods in Ins 

^odown as he thinks would be safe there. In case, they are 

bp 1 ,e ® 0do ' V j of , the borrower himself, it should; 

r ug i y examined and defects if anv must be removed. 

Wh™ n P ° SSlb J e Cementcd granaries must be given pre- 
ference over ordinary granaries. 1 

witl ( i 7) I 1 ^ b ?" k l[ T St a,so sallsf y himself above all 
the borrower *° Hp® inte S rit >- and P™dence of 

business? H be ex P enc nced in the line of h.s 

(8) The banker should also be careful in dealmp with 

He m?,«t 

obtained m ' wmiSg. ev,<ie ” ce ot ,he pledge must be 

obtamed w.tl, aviefv to protect aga"& faL, P " S 
-4. Life Policies 

information “^'presentation, or ina.ccurate 
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Companies themselves are always prepared to make ad- 
vances on their basis, and it is mtich more convenient for 
a borrower to approach them than the bankers. There may 
be an equitable or legal mortgage m this case as well. The 
former means here the submission of the policy itself with 
or without a memorandum and the latter means the filing, 
lof a ‘deed of assignment/ the operative part of which in- 
cludes covenant by the borrower for repayment of principal 
and interest, and an assignment of the policy subject to a 
promise for^a redemption. 

Merits. (1) Their value can easily be ascertained. On the 
back of a life policy itself a mode of the determination of 
surrender value is given. It can also be found out by refer- 
ence to the Insutance Company. 

(2) The value of a life policy goes on increasing as 
the time lapses, provided of course pienuums are being.paid 
regularly. 

(3) Where a policy has been deposited even without a 
memorandum, and the depositor becomes bankrupt, the 
trustee in bankruptcy cannot claim the policy without 
'satisfying the claim of the banker. 

(4) A life policy automatically matures on the borrower’s 
attaining a certain age or in the event of his death. 

(5) If a policy has been assigned and notice given to the 
'insurance company, it provides a complete security. There 
is no difficulty in proving the title. 

(6) It can be assigned by a banker to a third party as 
security for an advance. 

Demerits. (1) The validity of the policy may be ques- 
tioned at the time of payment in case it turns out that 
the assured had not disclosed all the material facts in the 
proposal form. 

(2) In case the age of the assured had not been admit- 

ted, it might become extremely difficult for the banker to 
prov'e the same in the event of his death. / 

(3) Cases of suicide and death by • the hands of j'ustice 
are not usually covered by an insurance policy. 

(4) In case a policy is taken out by the assured to 
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provide for his wife and children, it may not^Se^good for 
the reputation of the banker to put Jus claim' against the 
widow and orphans. <(\^ 

(5) The value of a policy in creaks only by 'the _ con- 
tinued pavment of the premia. If they^ drei not paid by 
the assured, the banker might be required to make Hie 
payment himself. i/ ’ *~ 

(L>) If the policy has been taken by a third person, 
it may become void in the absence of an insurable interest. 

(7) If the policy has not been taken possession of, it is 
possible that a subsequent mortgagee may obtain a prior 
.right of assignment to the banker giving earlier notice 
and obtaining its possession ,■ 

Precautions. (1) The banker should see that the age 
of the assured has been duly admitted and must obtain a 
ccpy of the proof of such admission. 

(2) He must also examine whether the person taking 

the policy on the life of the assured had an insurable 
interest in it at the time of the taking up of the policy 
•or not. , 

(3) He must insist on a legal mortgage rather than be 
satisfied by an equitable mortgage. 

(4) He must see that premium receipts are constantly 
deposited with him and that the policy is not allowed 
to lapse. 

(5) He must also give a notice of the mortgage charge 
to the insurance company and enquire whether a notice 
of any other prior claim has not already been given. 

(6) An endowment policy is better from the point of 
view of a banker than a whole life policy. 

(7) In case of a policy in the name of a woman since 
married a certificate of marriage should also be obtained. 

(8) Various clauses in the policy must be thoroughly 1 

gone through with a view to ascertain his own rights' and 
liabilities ° 

immovable Property 

When immovable property is offered for security, it 
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is required to be mortgaged, and as has already been 
observed previously, it will be usually a legal mortgage, 
an equitable mortgage being allowed only in certain places 
and not giving right of sale. The deeds must be exa- 
mined by a competent authority with a view to ascertain 
their genuineness and correctness./ Care should be exer- 
cised in valuing the property atijLAs far as^possible experts 
should be appointed for this purnfrae. /insurance must also 
be effected. rj/ jhy . - 

Merits. In fact, immovable property has got ro merit 
to be accepted as cover against advances, but as there 
are some customers who cannot offer any other thing, it 
has to be accepted. 

Demerits. (D Legal mortgage is both expensive and 
inconvenient. Equitable mortgage is not allowed every- 
where in this country. 

(2) It is difficult to find out the title of an immovable 
property because of the peculiarity of both Hindu and 
Mohammedan Laws of Inheritance. 

(3) It is difficult to form a correct estimate of the value 
of an immovable property. Again, the same is subject to 
heavy fluctuations. 

(i) There is a good deal of difficulty in realising it. 
A number of legal foimalitics are required to be observed. 
It also takes a good deal of time to find out a purchaser. 
Different values are attached to the same property by 
different persons and at different times. 

(5) Certain classes of house property rapidly deteno- 
rate in value if they are not kept in a pioper condition 
of repair 

(6) From the time of the acquisition of a house pro- 

perty on the expiry of the period of debt to the time of its 
sale to somebody else, the banker has to find out tenants 
and arrange for repairs. 1 

(7) It is extremely difficult and inconvenient to find 
out whether the deed to an immovable property is genuine 
and correct. 

(8) In cases of leasehold piopeity, there is always 
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the danger of the forfeiture of the lease clue to non-pay- 
ment of the ground rent. 

(*)) Theie is a danger of a loss to the property by 
fire. > 

Precaution s. (1) Sufficient care should be exercised 

at the tune of the determination of the title of the bonower 
to the immovable property offered by way of security. 

(2) The deeds should be immediately submitted to 
a competent authority for close examination. 

(If) Provision must be made for future repairs. 

(4) In cases of a leasehold property provision must 
also be made for t he petiodical payment of ground rent. 

(,->) All house property must be insured against 
fire, and the borrower should be asked to produce for the 
banker's inspection receipts for each annual premium. 

(G) Second mortgages should be avoided, and if notice 
of the same be received from somebody else, the bnnkei 
with whom a first mortgage has already been made, should 
cease to make further advances, as all such advances will 
create a charge postponed to the second charge of which 
notice is received. 

TEST QUESTIONS 

1. What do you understand by the term ‘advances’ ? Evplair 
the meaning of continuing and specific guarantee or surety it 
this connection. 

2. What do you understand by the term ‘collateral securi 
ties’ ? What form they may take ? State the' points of difierenci 
between each. 

3. What are different types of collateral securities usualh 
accepted by a bank ? Write a short note on the character) stii 
features of each. 

4. What are the merits and demerits of stock e.\ chang 
securities as collaterals from the banker’s point of view ? Sugges 
measures for minimising the latter. 

5. Discuss the merits and demerits of goods and title to 
goods as collaterals. What precautions should be taken while 



CHAPTER XI 

BANKERS’ CLEARING HOUSE 

A bankers’ clearing house is an institution of credit 
■where reciprocal liabilities of the local banks are counter- 
balanced against one another. As has already been observed 
in Chapter VI, the function of the settlement of clearance 
balances between the banks has been adopted by all central 
banks as a matter of course or as a duty laid down by law. 
In some of the countries where clearing arrangements 
had been made long before the establishment of a central 
bank by the commercial banks themselves, f or where 
the central banks did not take initiative in the matter in 
the beginning, there>are independent clearing house insti- 
tutions with constitutions and premises of their own. But 
there too, the central banks, apart from being their mem- 
bers, have to perform also the function of settling the 
differences between the banks at the end of each clearing. 
In others they usually provide for clearing house 
accommodation, frame rules for the conduct of the opera- 
tion, supervise them and finally perform the function of 
seffiing the differences as well. Illustrations were given 
from the practices in England and India. In the same 
connection, it was also said that by our experience we 
find that the cheques, etc , drawn on any bank and presented 
by other banks on behalf of their customers for payment 
over any period tend to approximate closely the cheques, 
etc., on them received from its own depositors In fact it is 
upon this principle that the bankers’ clearing houses have 
been established. 

PROCESS OF THEIR WORKING 

The process of working in them is very simple. Suppose 
there are four clearing banks, namely, A, B, C and D, Each 
of these banks keeps specially ruled sheets known as 
Summary sheets of out-clearing, wherein the records of all 
cheques or bills which it has to realise from other banks 
are made. Thus, if bank A on sorting cheques and drafts 
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in its possession, finds claims against bank B, it will enter 
the same on the sheet. Claims against other banks will'' be 
similarly entered. A separate sheet is used for each indi- 
vidual- bank. After this, the cheques, etc., are carefully 
checked and bundled up separately. These bundles are 
then taken to the clearing house and put on clearing desks 
of the above four banks respectively. There, the clerks of 
the respective banks make their record, in the Summary 
sheets of in-clearing, in the same way as the record had 
been made in ‘summary sheets of out-clearing’ as referred 
to above. If the total of out-clearing of bank A against 
bank B is greater than the total of its in-clearing from the 
other, it has to receive a balance, and vice-versa. Then, 
these balances as shown by the sheets are entered upon a 
list known as the General Balance Sheet of the particular, 
bank. This list contains printed names of the above banks 
with Dr. and Cr. money columns on the left and right sides 
respectively. If an amount is to be received from a bank, 
it is entered on the debit side just in bont of the particular 
bank’s name and vice versa. A balance is then struck out of 
the debit and credit totals and instructions for transfers are 
given to the central bank. For instance, if bank A has to 
receive a balance, it directs the central bank to transfer the 
same from the clearing house account to its own account and 
vice versa. Thus the entries in the accounts of the clearing 
banks with the central bank aie made as also with the entries 
in the account in the name of clearing house. It must 
also be noted that the cheques upon different banks are sent 
to their respective offices and in case any of them is refused 
there, it is treated as an out-clearing for the refusing bank. 

ADVANTAGES 

This organization is advantageous both to the bankers 
and society at large. It is advantageous to the bankers 
inasmuch as they are not required to send their men to 
each bank separately. Neither are they required to receive 
or pay in cash unnecessarily. This provides for an additional 
advantage, viz., that of the ■ necessity of keeping not very 
large sums in hand. It is advantageous to the society also 
as it can do with less amount of cash It benefits by ttie 
extension of credit as well due to the increasing use of 
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cheques encouraged by their settlement through this system. 

ENGLISH CLEVRING HOUSE SYSTEM 

In England, as was pointed out in Chanter VI, there 
are independent clearing houses in London and eleven pro- 
vincial towns, and in the former and seven of the latter, 
where the Bank of England has got its office and branches 
respectively, the banks settle their clearing differences by 
cheques drawn on their accounts with the 13 ink of England 
tn these respective places. But in the four towns where 
there are clearing houses but no branches of the Bank, 
differences are settled between the head offices of the banks 
in London by cheques drawn on their accounts with the 
London office in the same way as London clearings. 

London Clearings 

London clearings are divided into three sections : — 

(1) Town clearing, (3) Country clearing, and (.3) Metro- 
politan clearing. 

(1) The town clearing covers an area within easy 
walking distances from the Bank of England. Ordinarily, 
two clearings are effecled each day, one in the morntng and 
the other at the afternoon. Each clearing bank sends 
round to the clearing house at the time fixed bundles of 
cheques known as charges — each for different banks. These 
are exchanged, entered and added and so far as possible the 
totals are verified i A balance is then struck out from the 
in-clearings and out-clearings from and to each bank. This, 
then is entered on the General Balance Sheet on the debit 
or credit side as the case may be, just in front of the name 
of each bank printed therein. The two columns are then 
added up and the difference represents the total sum owing 
to or by the bank in question on general balance. Each 
bank keeps an account at the Bank of England and there 
is also an account called the clearing banker’s account 
and the differences are settled by transfers between these 
accounts. 


x The actual process has already been explained previously. 
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ment of the Reserve Bank of India, the conducting author- 
ity in them being naturally the Imperial Bank of India 
which managed all affairs on behalf of all the members. 
Since the establishment of the Reserve Bank of India, 
however, the same has taken the conducting authority of 
some of them on its own shoulders But there are even 
now two places, viz., Calcutta and Cawnpore where in 
spite of having its own office and branch respectively it 
has left the conduct of this operation on others. The 
members do, however, settle their clearing differences in 
all these places by means of cheques drawn on their 
accounts with it only. But there are places where the 
Reserve Bank of India - has neither an office nor a branch, 
and hence in them Imperial Bank of India is not only the 
conducting authority but also the agency for the settle- 
ment of differences thereof. With the development of 
banking habit and use of cheque currency, more clearing 
houses shall have to be established. In some ‘of the import- 
ant towns, the business might be required to be divided here 
as well into sections as in London. The Reserve Bank of 
India and the Bankers’ Association being alive to the need 
may be expected to take the necessary steps when required. 

CLEARING HOUSES IN OTHER COUNTRIES 

The American clearing houses render very valuable 
services. They fix the minimum rates of interest to be paid 
-to depositors, issue certificates to banks on the basis of which 
they can borrow, and do sundry other things. On the con- 
tinent of Europe too, almost in every country there are 
clearing houses, though the work in them is not very heavy 
because of the iesser use of cheques and crossings over them 
than in England and Wales. 

TEST QUESTIONS 

1. Define a clearing house and mention the part played bj 
central banks in this connection- On what principle doe: 
it work ? 

2. Describe briefly but clearly the working of a banker’s 
clearing-house. Illustrate your answer by means of an example. 
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HISTORICAL REVIEW 

Banking, as v,e understand it at present, lias developed 
in India only during the British rule. But this does not 
mean that there was a complete absence of the activities 
included m this term in our country before its advent. We 
have got evidences regarding the existence of money-lending 
operations from the Vcdic period (2000 B c.) onward. The 
word 'Rina’ (debt) is found at several places in Rigveda and 
Atharvaveda. There is a mention of money-lenders called 
Seths in Buddlnst Jatakas as well which according to 
V. Smith may be taken to refer to the fifth and sixth 
centuries n. c. The money-lenders of Sarsuti lent to the 
Government of Firoz Shall (1151—88) huge sums of money 
which were used for payment to the army. There is a men- 
tion of the credit instruments also. We have a legend of the 
‘times of Lord Krishna to the effect that Narsmha Bhagat 
of Junagarh drew a hundi on Seth Samalshah of Dwarka. 
This may not be true as ‘there appears to be no reference 
of hundis or bills of exchange’ 1 so far as Buddhist literature 
or Sutras were written But there are traces of the issue 
of letters of credit by big merchants in a few towns. De- 
posit business too seems to have developed to some extent 
though not considerably by the time of Manu, about the 
second or third century a D., as he devotes a special section 
to the subject of 'Deposits and Pledges’ in his Smnti. 
Money changing business too must have developed much 
earlier though it assumed importance only during the 
Moghul period when coinage had been undertaken on a 
very large scale; and numerous coins, some of the same 
denomination out all differing in market value, had come 

1 L. C- Jain, Indigenous Banking • 



170 


BANKING IN INDIA 


the indigenous bankers 3 owing to their ignorance ot the 
language used by them. 

(2) The attitude of the indigenous bankers also did not 
change. They followed their own methods and were 
concerned only with the granting of credit to the agricul- 
turists and the artisans and the financing of the internal 
trade of the country. 

(3) Though for a considerable time the East India Com- 
pany successfully prevented the establishment of banks in 
this country on Western lines but gradually they had to be 
established and offered a keen competition in certain spheres 
of the banking business performed by the indigenous 
bankers. 

(4) The indigenous bankers suffered due to the con- 
tinuous warfare and chaos that resulted from the break-up 
of the Moghul Empire. ‘There is historical evidence that 
the indigenous bankers’ claims on ruling princes were some- 
times evaded or not satisfied ’ 

(5) The indigenous bankers also resorted to various 
malpractices which brought for them a bad name, and thus 
contributed to their decline. 

(6) They lost their profitable money-changing business 
after the universahsation of the British Indian rupee 
throughout the country in 1835. 

\ 7 ) The diversion of trade from old to new routes 
and the change in the basis of Ind’a's trade relations witt 
other countries that were brought about by the develop 
ment of railways, steamships, post and telegraph,’ also affect 
ed the business of these people adversely. 

ESTABLISHMENT OF THE BANKS OF MODERN TYPE 

Most probably the credit of starting the first ban! 


3 The term Indigenous Bankers may be supposed to meat 
here all classes of people trading in one form or the other n 
money on the most antiquated method. For a further discussioi 
please consult it m the next chapter. 
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of the modern type goes to the Province of Madras. 4 It 
was a Government institution managed by its officers 
belonging to the Council. The bank was probably 
started in 1688. The next attempt was made in Bombay 
in 1724, by the Government, and as a result of this effort 
a second bank of the type -under reference was opened in 
that city in the above mentioned year. Later on several 
private banks were established in Madras along with one 
more Government bank. These were originally the banks 
of deposit and discount, though later on they began to 
issue notes also. In Bengal, the first banks of this type 
were those started by Calcutta Agency Houses. They 
were mainly trading concerns interested in tea and indigo. 
Banking was only an adjunct. Alexander & Co. along 
with several others was responsible for starting the Bank 
of Hindustan in 1770. The Bengal Bank and General 
Bank of India came into existence sometime in 1786, 
the former being, of course, not connected with any agency 
house and Calcutta Gazette of March 16, 1786 prohibited it 
from engaging in commerce. The latter, as far as is 
known, was the first Joint Stock Bank with limited liability 
in the whole of the Empire as this principle was applied 
even in England as late as 1855 and then, too, banks were 
excluded from this privilege. It was only after the crisis 
of 1857 that it was extended to the banks but care was 
taken to exclude notes from it. In India, the privilege was 
incorporated in the Indian Companies Act of 1861. 

The. General Bank of India grew in importance. It 
was sobn appointed bankers to the Government. Its 
management was the most efficient and this was res- 
ponsible for giving it headway over its rivals, specially 
the Bank of Hindustan and the Bengal Bank. "But with 
the currency difficulties of 1787, ill-informed aspersions 
and unjust criticisms were cast on it. After the famine 
of 1788, it could not lend money to the Government at the 
usual rate of 8 per cent. Government connection, there, 
fore, with the bank was severed in 1789. The bank was 


4 In most of the text books it is 'given to the Agency 
Houses of Calcutta. They are evidently wrong. / 
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voluntarily dissolved by liquidation on .list March, 1791.’ 
By the end of the year the Bengal Bank had also tb go 
into liquidation because of its inability to meet the runs. 
The Bank of Hindustan survived It resisted very suc- 
cessfully not only the run of 1791, but also those of 1819 
and 1829. But in the end, it also failed in 1S12 in conse- 
quence of the failure of the Alexander & Co. with which 
rt had been intimately connected since its inception. 
Other banks also starred by these Agency Houses and 
intimately connected with one or more of them had to 
meet the same fate. ‘The Calcutta Bank which had been 
•opened by Messrs. Palmer & Co. had already failed in 
lt>29 and the Commercial Bank of Calcutta also went to 
the wall with Messrs. Mackintosh & Co , in 18.-18.’ All 
these banks issued notes and hence their failures brought 
complete ruin not only to the depositors who included 
many widows and pensioners but also the note-holders. 
All these were European enterprises and hence the blame 
of their failure cannot be put on the shoulders of the people 
of this country. 

Presidency Banks 

The Bank of Bengal, 5 the first of* the Presidency 
Banks, was established in 1806 as the Bank of Calcutta, 
and received its chartei as the Bank of Bengal in 1809. 
The principal object of starting this bank was 'to render 
service to the public without incurring any great risk 
and without causing any kind of inconvenience, and help 
the East India Company’s Government in its financial 
embarrassment if and when required.’ It was also' one of 
the objects of the bank to supply specie cheaply. In 1823, 
it was allowed to issue notes and in 18J9 to open branches 
and to deal in in-land exchange, but not in foreign exchange. 
The Goaernment of Bengal contributed about one-fifth of the 
capital also with a view to be able to share in the direction 
of the business so as to keep it within safe limits. The 
secretary of the bank was usually a member of the 

5 This bank was quite different from the Bengal 'Bank 
which was started in 1786 and liquidated in 1791 as already 
mentioned. 
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civil service, and some of the directors were appointed by 
the Government. 

The Banks of Bombay and Madras were established 
in 1840 and 1843 respectively with a contribution of some 
part of the capital by the Governments of the respective 
provinces and along the lines of the Bank of Bengal. They 
also issued notes. The three Presidency banks were given 
the monopoly of Government banking. The privilege of 
note-issue was, however, snatched from them in 1881 by the 
Government of the country as it undertook the monopoly 
of this business in its own hands in this year. As a com- 
pensation for the usurpation ot the right of note-issue, it 
gave them the use of its balances in the Presidency towns- 
and at their branches 6 free of charge. 

In the year 1868, there occurred an event which changed 
the relationship of the Government with the Presidency 
Banks. The Bank of Bombay had become involved in the 
speculative activities of 1S62 — 65 that followed the American 
Civil War and the rise in the price of cotton, and suffered 
serious losses. This led to its voluntary winding up and 
the establishment of another bank immediately and having 
the same name, with a capital of Rs. 1 crore. No doubt, the 
depositors could ’‘be paid in full, but the shareholders got 
almost nothing. The Government thereafter withdrew its 
capital from the other two banks also and ceased to take 
part in the management and appointment of directors etc. 
A Commission was appointed to examine the causes of 
the failure of the bank and its report led to the passing, 
of the Presidency Banks Act of 1876 which contained 
, provisions regarding restrictions on their business. They 
may be briefly stated as follows : 

(i) They could not undertake foreign exchange busi- 
ness. 

(it) They were prohibited from borrowing or receiving 
deposits payable out of India. 

(ni) They could not lend for a longer period than six 
months. 

■ 6 In some text books mention has been made of only the* 
Presidency towns and not their branches. This is wrong. 
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(iv) They were forbidden to lend upon mortgage or on 
-the security of immovable property or upon promissory 
notes bearing less than two independent names or upon 
goods unless the goods or titles to them were deposited 
with the banks as security. 

They no longer enjoyed the full use of the Government 
balances. Reserve Treasuries were constituted at the Presi- 
dency towns into which the surplus revenues were drawn 
and the balances left at the disposal of the banks were 
strictly limited. 

Notwithstanding the fact that these banks received 
deposits, discounted inland bills and managed the public 
debt of India, it was realised that their popularity was 
confined to the Presidency towns or, at the most few com- 
mercial centres in their respective territories. They suffered 
from serious shortcomings, the most important of them being 
as follows : — 

(1) There was no co-ordination between them at all. 
As early as 1S36 the demand for converting the Bank of 
Bengal into a ‘Bank of India’ had been placed before the 
Court of Directors of the East India Company. During the 
years 1800 to 1876 again it was renewed. In. 1898 some 
-witnesses before the Fowler Commission advocated the 
establishment of a central bank. In 1918 the Chamberlain 
Commission suggested the appointment of a small expert 
committee in India to examine the question. During the 
First War period the absence of one bank for the whole of 

the country was keenly felt. 

(2) They started branches only in places where they 
were certain to get profit. At the time of amalgamation 
they had altogether only 59 branches. 

(3) They did not possess sufficient funds for financ- 
ing the trade of the country. Their combined capital 
was Rs. 3f crores, reserve Rs. 3,77,79,000 and deposits 
Rs 87,04,53 000 at the time of amalgamation in 1920. Most 
of the Government balances lay idle in its treasuries and 
sub-treasuries. 

(4) There was no provision for the contraction and 
-expansion m the volume of note-circulation according to 
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the trade demands of the country, and this led to violent 
fluctuations in the rates of interest and discount. The 
Government controlled currency while the credit was con- 
trolled, if at all, by the Presidency banks and there was no 
connection between the two. 

(5) The first two restrictions were imposed on the 
banks to preclude them from a risky typ'e of business, 
but they were continued even after the stabilisation of the 
exchange rate. “The first joint memorial of the three Pre- 
sidency banks presented in 1877 demanded permission to 
borrow in London and India and to deal 'in foreign ex- 
changes. A conference has held in 1899 to discuss these 
points of grievance but nothing came out of it, in spite 
of the fact that public opinion condemned the retention 
of these restiictions. The plea in favour of borrowing in 
London was always summarily i ejected without due consi- 
deration of the merits of the case.” 

(6) They did not fulfil the functions of a bankers' 
bank and a lender of the last resort. They 'were not 
strong enough to support the whole burden. Yet they 
could have done something by indicating their intention 
to stand behind, at any iate, the more deserving Indian 
banks. 

Independent Commercial Banks 

After the year 1838 on the failure of the banks started 
by agency houses, independent commercial banks were, 
established in this country. These were based on un- 
limited liability principle upto the year 18G0. C. N. 
Cooke mentions of the opening of twelve banks and dying 
out of about half of them during this period. “Now, as 
the agency houses which acted as bankers to the civil 
and military services had been swept away in the crisis 
of 1829 — 32, need was felt to have some other credit institu- 
tions for the benefit of the members of these services and 
the Agra and United Service Bank, and the Government- 
Savings Bank, Calcutta, were almost immediately opened 
for this specific purpose. Later, the Agra Savings Bank 
and the Uncovenanted Service Bank were established ." 7 


7 L- C- Jam, Indigenous Banking . 
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Among the cause? of their failures may be mentioned spe- 
culation and fraud. This was due to the loose auditing ol 
accounts which obtained in those days. Effective audit 
is always indispensable to the growth of healthy banking. 
Some of the banks of this period, no doubt, gave a good 
account of them. 

The year 1«G0 marks a new era in Indian banking 
as by an act of that year the principle of limited liability 
was first applied to the joint stock banks of the country. 
This together with the increased prosperity, because of the 
high prices of cotton due to the complete stoppage of its 
supply from America as a result of the Civil \Var there, 
led to the establishment of about twenty-five banks during 
the course of specially the year 186 i — 65. But they were 
all short-lived and collapsed as soon as the speculation 
itself to support which they had arisen ceased to exist. 
The Bank of Upper India established in 1863, however, 
survived till 1614. 

The period from 1S65 — 1003 was a period of quiescence 
and very few banks were established during these 10 years. 
But of those wmch were established some have phaycd an 
important part in the banking history of the country. The 
Allahabad Bank which was opened in 1865 still survives 
and is one of the five biggest banks of India. The Alliance 
Bank of Simla was founded in 1871. It had a very brilliant 
career and closed its doors in 1923 mainly due to misfor- 
. tunes An estimate of its position may be made from the 
following figures relating to the year l.'2t : — 

Paid-up capital ... ... R s . lakhs 

Reserve ... ... ... R s . 53 lakhs 

Fixed deposits ... ... R s . 900 lakhs 

Current deposits ... ... R s . i,79 lakhs 

Total deposits ... ... R s . 1,027 lakhs 

Cash balance ... ... R s . 439 lakhs 

Branches ... ... 36. 

The Oudh Commercial Bank was registered m 1881. 
Its head office is at Fyzabad. It is a scheduled bank. The 
Punjab National Bank was floated in 1894, and is af 
present one of the big five of the country. The People’s 
Bank was started in 1901 and liquidated in 1913. Its sole 
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aim was to promote and maintain industrial enterprises on 
'Swadeshi’ lines. “The circumstances in which it under- 
took to do this were not favourable. Industries were either 
conspicuous by their absence or in very immature stages 
of growth. The managing director, therefore, . became the 
promoter and manager of several enterprises and the result 
L was, as it is, when banking and entrepreneurial functions 
are combined without strict adherence to the necessaiy 
banking practices." An estimate of its position may be 
made from the following figures relating to the year 1910 : — 
Paid-up capital ... ... Rs. 1T5 lakhs 

Reserves ... ... Rs. T8 lakhs 

Deposits ... ... Rs. 984 lakhs 

Cash credits, bills, 'pro-notes, over- 
drafts ... ... Rs. 79-3 lakhs 

Deposits with other banks ... R&, 34 lakhs 

Drafts in hand ... ... Rs. T9 lakhs 

Debentures and other investments ... Rs 4*2 lakhs 
Government paper ... ... Rs, 4*2 lakhs 

Cash in hand and at bank ... Rs 7‘1 lakhs 

The failure of banks in 1865 broke the spirit of the 
entrepreneurs. The banks involved were managed by both 
Indians and Europeans. We know that even such a strong 
bank as the Bank of Bombay was put to disgrace and 
liquidation in 1868 mainly as a result of the speculative 
panic of 1865. But there was another cause for the 
quiescence which fully explains the situation. We know 
that the gold price of silver began to fall after the seventies, 
and India being then on the silver standard, every fall in 
the value of silver altered the rate of rupee exchange. 
This increased the element ' of uncertainty in the foreign 
trade of the country and affected her industries. This 
continued upto 1893. The currency troubles affected joint 
stock banking doubly. Firstly, attention was diverted 
during this period towards the stabilisation of the monetary 
unit to the exclusion of the development of banking and 
secondly, the uncertainties of trade created such conditions 
and atmosphere in the country's money market as were 
unfavourable to thp promotion of new banking ventures. 
Then, came the wave of the Swadeshi movement of 
12 
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1900 — 13 which was responsible for the floatation of 98 
banks during the period A number of them were small 
and fell in the period beginning after the year 1913 and 
lasting upto 1919. But most of the e\i=tmg important 
iomt stock banks were also established during this period. 
'Of the present day big five, it has already been pointed 
out that two had been established during the previous 
period. The i camming three were established durtng this 
period. The Bank ot India was registered in 1900, the 
Bank of Baroda in 1909, and the Central Bank of India in 
1911. Amongst the other banks established during this 
period and surviving to the piesent day maybe mentioned 
the Indian Bank (1907), the Punjab and Sind Bank (190S), 
and the Bank ot Mysore (1913). All these are scheduled 
banks. 

War and post-War boom gave another impetus to joint 
stock banking. The Tata Industrial Bank was founded 
in 1918 It showed signs of a very promising cateer. But 
due to the mistake of combining long-term business with 
ordinary banking transactions and also on account of 
the inexperience of the majority of European employees 
who controlled its affairs and the apathy of the general 
public and Indian staff consequent thereupon, it failed 
and was merged with the Central Bank of India in 
1923. The Industrial Bank of Western India, the Kanani 
Industrial Bank, the Union Bank of India and several 
others which survive to this day , and are scheduled 
banks were also found during this period. But there were 
many more which were established only to increase the 
number of failures. No doubt the seventy of the crisis 
of 1913 — 19 had subsided, but tlie toll of bank failures con- 
tinued even during the period of 1919—23. In all 81 banks 
with a total of Rs. 5 1 crores of capital w T ere involved in it, 
and as has already been pointed out such distinguished 
banks as the Alliance and the Tata w’ere affected. 

During the period that followed and extends to this day 
many big and small banks have been established. The 
growth has been very remarkable specially since 1940. The 
main factors responsible for this are "the general confidence 
engendered by the improvement in the war situation, the 
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increased tempo of war economic activity and the rapid 
increase in currency circulation due mainly to the enormous 
purchases of material by the Government of India on behalf 
of Allied Governments," The number of joint stock banks 
with a capital and reserve of over Rs, 5 lakhs rose from 28 in' 
1926 to 58 (41 scheduled and 17 non-scheduled) in 1940 and 
to 98 (72 scheduled and 26 non-scheduled on 30-6-45) that 
of those having a capital and reserve of Rs. I lakh and under 
Rs. 5 lakhs from 47 in 1926 to 120 in 1940 and 152 in 
1943 and that of those having a capital and reserve of over 
Rs. 50,000 and under Rs. 1 lakh from 121 in 1910 s to 141 
in 1943. Of course, the number of banks having a capital 
and reserve of under Rs, 50,000 has been going down, as 
since 193o no such new banks can be started and old ones 
have been increasing their capital and reserve. In 1940, they 
numbered 332 and in 1943, 133. 

Failures too have been many, ranging from 18 to 102 
from 1931 to 1943 — the lowest being in 19.31 and the highest 
in 1940. Before the passage of the Indian Companies Amend- 
ment Act, 1936, bank failures never had much significance 
in India, as prior to that no effort had been made either to 
define the word ‘bank’ or to erfsure in any other manner 
that only responsible concerns used that description in 
their title ana as such any and every concern could get 
itself registered as a bank and when and it failed, served to 
swell the number of so called bank failures. The mortality 
in a considerable number of cases was confined only to the 
infants and the young. Banks only with a small capital 
failed. Of course, the failure of the Bank of Upper India, 
the Alliance Bank of Simla, the People’s Bank, and the 
Tata Industrial Bank stands on a different footing. Since 
1936, however, bank failures has considerable significance. 
But in this case as well mostly weaklings have suffered — 
there were a few important banks also, viz., Sivarama Ayyar 
Bank, Madras, the Bengal National Bank, the Travancore 
National and Quilon Bank and the Benares Bank. Their 
failure is regrettable and specially because they were 
scheduled banks. 


®Figures for 1926 are not available. 
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Imperial Bank 

It has already been noticed that the absence of co-ordtna- 
tion between Presidency banks had been keenly felt and 
the demand for one central bank for the whole of the 
country, had been continuously pressed from as early as 
183G. As a result of this an Act was passed in 1020 bringing 
about their amalgamation into the Imperial Bank of India. 
Under the scheme the paid-up capital of the new bank was 
fixed at Rs. .VG2 crores Its public charactei and responsibili- 
ties were also secured Out of the 1G members of the 
Central Board, who were designated as Governors 1 11 10 were 
to be appointed by the Governor-General in Council, as 
will be clear from the following constitution embodied in 
the Act : — 

(1) Nominated by the Governor-General in Council : — 

(a) Two Managing Governors, of course, after the 
consideration of the recommendation of the 
Central Board. 

(b) Four Governors — non-olficials representing the 

interests of the Indian community in general. 

(c) Three secretaries of the three local boards of 

Bombay, Calcutta and Madras. 

( d ) The Controller of Currency. 

’ (2) Elected by the shareholders The presidents and 

the vice-presidents of the. three local boards. 

The Government could also issue instructions to' the 
bank in any matter which in its opinion, vitally concerned 
its financial policy or the safety of its cash balances. Ii 
could also call for any information from the bank regarding 
its affairs, documents, and statements of its assets and 
liabilities It could also appoint any auditors to examine 
and report on its accounts Finally, its previous sanctior 
was necessary for establishing more local offices and boards 

An agreement was entered into between the bank anc 
the Secretary of State for India, which piovided tha 

1 x They are now designated as directors, vide Imperial Banl 

Amendment Act, 1934. 
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the former would conduct nil general banking business of 
the Government and manage its public debt, and open 
within five years of its commencement a hundred new 
branches, the location of twenty-five of which could be de- 
termined by the Government. As against this, it was 
permitted to hold all the ticasury balances, wherever it 
had a' branch office and get its funds transferred through 
cunencv, free of charge. Besides, the Government agreed 
not to issue any 'currency transfeis' or 'supply bill' be- 
tween any two places where a branch of the bank might be 
located. The bank, in return, undertook to offer every 
facility to the public for transfer of funds from one branefi 
office to another at rates not higher than those approved by 
the controller of the currency. 

The law also laid down the business that the bank 
could not undertake. With a view to enable it to assist 
the money market in the busy season, the Paper Currency 
Department of the Government was authorised to grant 
loans to it upto a maximum of Rs. V2 crores at the bank 
rate subject to a minimum limit of G% for the first Rs. 4 
crores and 7 % for the remaining Rs. 8 crores, on the 
security of the inland bills or hundis of an equal amount. 

But the question of establishing a full fledged central 
bank for India was taised again and again, and finally the 
Hilton Young Commission recommended m clear terms 
the establishment of such an institution over and above 
that of this bank. The creation of the Reserve. Bank of 
India in lfl3. r ) gave effect to this lecommendation. 

Foreign Banks 

In addition to the banks founded in this country, a 
number of foreign banks with head offices abroad have 
carried on business here through branches. Until 185B, the 
East India Company supported by the agency houses 
succeeded in preventing the commencement of such banks 
with the only exception of the Oriental Banking Corpora- 
tion in 1842, as they were afraid that the banks would 
profit at their expense on the plea that Act 47 passed during 
the reign of George 111 had given to the Company the power 
to incorporate such banks and limited the royal prerogative 
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to grant charters to them. By 1853, however, it was deci- 
ded that the Act under reference empowered it to incorpo- 
rate banks merely for transacting general banking business 
within its territories and did not limit the royal prerogative 
to grant charters to hanks for carrying on the business 
in India. Hence, in this year, the Chartered Bank of India, 
Australia and China, and the Chartered Bank of Asia 
(afterwards the Mercantile Bank of India, London and 
China) were brought into existence by Royal Charter. 
The Oriental Bank failed in l$el, the Mercantile Bank had 
to abandon its Charter m 1893 and was re-organised, leav- 
ing only the Chartered Bank of India, Australia and China, 
of all the banks constituted under a Royal Charter, to con- 
tinue doing business here In 18G3 was formed the Cal- 
cutta Banking Corporation with its head office in Calcutta 
but next year it changed its name to the National Bank of 
India and shifted its head office to London two years 
later. Of the other English and foreign banks which are 
doing business at present in India, the Comptoir National 
d’Escompte de Paris was started in 1SG2, the Netherlands 
India Commercial Bank in 18t>3, the Hongkong and Shan- 
ghai Banking Corporation m 1SG4, the Yokohama Specie 
Bank in 1894, and the Eastern Bank in 1010. In all there 
were 12 such banks doing business here in 1913. Within 
1919—21 about six new banks were added. At present there 
are 1G such banks the Imperial Bank of Prussia having 
dosed its branch at Bombay m 1934, and the Thomas Cook 
and Son (Bankers), Ltd., having been absorbed by Grindlay 
& Co., in 1944 

Co-operative and. Land Mortgage Banks 

Besides the above banks which have formed the main 
components of (he Indian banking system, there ha\e been 
established in the country Co operative and Land Mortgage 
Banks. The co-operative movement dates from 1904 when 
the first Co-operative Act was passed. In 1912 another Act 
to bring co-operative societies on better basis was passed. 
They_are started with the aim of facilitating credits for the 
Indian cultivators, and receive deposits and contract loans 
which they advance to their members, as and when neces- 
sary, m proportion to their worth and requirements. The 
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number of the principal co-operative banks having paid up 
capital and reserve of Rs. 5 lakhs or over was 8 in 1925 and 
42 in 1943, and that of those having paid-up capital and 
reserve over Rs. 1 lakh but less than Rs. 5 lakhs was 90 
and 303 respectively Besides, there were m the later 
year small co-operative institutions whose number extended 
to about 1-^ lakhs. The number of the land mortgage 
banks and societies in this year was also more than 200. 

Post Office Savings Banks 

The present survey will not be complete without an 
account of the post office savings banks. There are 
; no independent savings banks m India like those of 
other countries. The Imperial Bank of India and most 
of the other banks have, however, opened savings bank 
departments. In the beginning the Government started 
savings banks in the Presidency towns, and later on 
district savings banks were also opened. But in 1882 the 
Post Office Savings Banks were established, and these 
gradually absorbed the business of the former types of 
savings banks. Post offices provide, in fact, facilities for 
saving and investment in four ways, viz., (i) by receiving de- 
posits in their savings banks, («') by issuing postal cash 
certificates, {hi) by purchase and sale of Government 
securities for the public free of charge, and (iv) by offering 
life policies to Government servants and employees of the 
universities. As a war measure, 10 year Defence Savings 
Certificates and later on 12 year National Savings certifica- 
tes, and Post Office Defence Savings Bank accounts have 
also been introduced. At the end of the year 1943-44 
the total amounts Outstanding in connection with the P. O. 
Cash Certificates including Defence Savings certificates and 
National Savings Certificates and P. O. Savings Bank 
including Defence Savings Bank account for the whole of 
India amounted to Rs. 50-26 crores and Rs 68-22 crores 
respectively. 

Loan Offices Nidhis and Chit Funds 

The above are the agencies spread all over India. 
But there are certain other agencies also which are found 
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onlv in ccitam piovmces, e.g., loan offices of Bengal and 
Nidlns and Chit Funds ot Madras. The loan offices of 
Bengal were first started there on the lines of land mortgage 
banks. - They receive deposits. Then main function is to 
lend mone> to landlords and actual cultivators against the 
security of land 01 any other valuables. Personal security 
is also popular with them. A few finance trade and indus- 
try (specially tea gardening). They combinemoney-lending 
with trade as well m -certain cases. The ‘Nidhis’ were 
started in Madras first of all as mutual loan societies. They 
have, however, developed some of the modern banking 
functions as well, and receive deposits and make loans to 
non-members also. The ‘Clut fund’ is a loose organisation 
of some people and serves as a very useful mechanism for 
promoting thrift and investment" habits. The members 
agree to make periodical payments to one of themselves 
who is the promoter of the ‘Chit’ and keeps the first collec- 
tion himself by way of remuneration. Each successive 
collection is then given to one of the members usually in 
i otation, the order being decided by lots 

TEST QUESTIONS 

1. Give in brief the esolution of the banking system m this 
country and show its importance in the medueval period. What 
were the causes of its decline afterwards ? 

2. Write a short note on the modern types of banks first 
established in this country. What was the cause of tlieir 
failure 4 5 

3. Give a brief historical survey of the Presidency banks. 
What businesses were prohibited to them ? Discuss the short- 
comings with which they suffered. 

4. Discuss in brief the establishment and failure of 
modern banks since 1833, bringing about the salient features 
of each period What do you think was the cause' of the 
quiescence in the period 1865 — 1905 , 

5. Write a short note on the establishment and working of the 
Imperial Bank of India upto the vear 1935, with special refer- 
ence to its obligations and privileges. 



CHAPTER Mil 

INDIGENOUS SYSTEM OF BANKING 

Having discussed in brief a historical review of banking 
in India, we shall now make a critical study of its com- 
ponents First of all, there is a heterogeneous class com- 
prising of the rural and urban money-lenders of various 
types, and people dealing in money and credit in different 
ways. They are known by different names, c.g , the Bania, 
the Mahajan, the Salmkar, the Sarraf or Shroff, and the 
Kothiwal, and are spread all over the country. There is 
no reliable statistical data regarding them but it is esti- 
mated that their number must be somewhere between 3 and 
4 lakhs They belong to all castes but are 'principally 
Agarwals, Jains, Marwans, Chettis, Khatris, Aroras, Mul- 
tanis and Bohras. Amongst Mohammedans are the Kabulis 
and the Pathans. 


MEANING OF THE TERM INDIGENOUS BANKING’ 
OR ‘indigenous BANKERS’ n ‘- r „ 


The word ‘indigenous’ meaning ‘native born’ or ‘pro- 
duced naturally m a country’, the term ‘indigenous bank- 
ing’ may be applied to a system of dealing in money 
evolved in this very country and ‘indigenous’ bankers’ to 
people doing this business. This may be taken to mean 
the system of banking and bankeis in contrast to alien or 
foreign which comprises of modern banking and bankers. 
From this, it follows that the people doing business on the 
lines of English system of banking though belonging to 
this country cannot be called indigenous bankers. The 
term can be applied only to such as have been doin"' busi- 
ness on purely Indian system and this we must remember 
does not make any distinction between money-lending and 
banking. But effoits have been made by modern Indian 
waiters to distinguish one from the other, in spite of the 
fact that most of the Provincial Banking Enquiry Com- 
mittees to whom this task had been entrusted 'frankly 
admitted their inability to do so and could not very well 
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separate indigenous bankers from money-lenders or could 
draw no definite line of demarcation between them.’ The 
result has been a complete failure. They have, in fact, 
succeeded in creating more of confusion. For instance, 
they say, “There is a great difference between a money- 
lender and an indigenous banker. A money-lender lends 
his own money, does not receive deposits, advances money 

•either for productive or unproductive purposes 

He usually combines agncultuie, freight and other occu- 
pations with money-lending. The most fundamental differ- 
ence, however, is that a money-lender finances consumption 
rather than production whereas an indigenous banker 
finances production rather than consumption. The indi- 
genous banker deals with his own and borrowed money, 
receives deposits, finances hade and industry, confines 
only tO' banking business and deals in hundis”. Next 
pointing out the "difference between an indigenous banker 
and a modern joint stock bank, they say, “All indigenous 

bankers do not receive deposits the 

modern banks raise funds mainly by deposits Unlike 
the modern banks, the indigenous bankers do not 
confine themselves to banking alone but usually combine 
other occupations with it. Again, unlike the modern 
banks, they do not confine mainly to advances for pro- 
duction purposes.’’ How' contradictory they are ! At 
one place they seem to suggest that the indigenous 
bankers receive deposits, finance mostly productive needs 
and generally confine their business to banking only 
but at other place they seem to suggest that the too 1 * 
genous bankers do not receive deposits or finance mostly 
productive needs or generally confine their business to 
banking only. It may be asked from them as to where 
are the differences they point between a money-lender 
and an indigenous banker. The Central Banking 
Committee has remarked in the course of its report we 
are aware that while there are money-lenders who receive 
deposits, there are certain classes of banking communities 
who, though they do not, as a class receive deposits, have 
been regarded by the public for all practical purposes as 
bankers." In fact, “for the public there is no differen 
between a banker and a money-lender.” If we say like 1 
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the proud Agarwal to the humble Kandu, For many cen- 
times the bania tribe has borne a bad name for rapacity and 
meanness. ‘Bania mare jan, thag mare anjan’ : The robber 
slays strangers, the bania hts friends, ‘Na bania mit, na 
beswa satr : A friendly bania is as common as a chaste 
•courtesan. ‘A bania goes m like a needle and comes out 
like a sword.’ But he is not ^o bad as he is painted. The 
village money-lender is an indispensable element in rural 

life an element that is often expensive and sometimes 

•dangerous but always necessary. Should he withhold credit, 
as under the stress of circumstances he sometimes does, 
then widespread distress quickly follows ' 3 

Though in the above description the word ‘bania’ has 
been used as a synonym to money-lender, commonly it is 
one of the classes of money-lenders dealing in grain or pro- 
visions or keeping small general shops. They sell goods on 
credit and also lend money m small sums. They are low 
class Vaishyas. Their capital is small and position almost 
equal to the people with whom they deal. 

Another class of money lenders is know n as mahajan. 
In contrast to the bania, a mahajan’s capital is huge and 
business on a very large scale. Like the bania, he may 
also be of any caste, but more often a money-lender belong- 
ing to one of the higher castes is called only a mahajan and 
not bania. A mahajan's position is much higher than that 
of the people with whom he deals, and generally he is held 
in high esteem by them, He is either a zamindar or does 
a better business than that, of albania. 

On the urban side, the money-lenders beside taking the 
above mentioned designations also take those of the sahu- 
kars, shroffs or sarrafs, and kotlmvals. 

A sahukar is, in all characteristics, equivalent to a 
mahajan, though as. compared with him, he is usually a 
financial magnate. A sahukar carries on rural transactions 
as well, and these may take generally one of the two forms. 
Firstly, he may advance money to landlords on the security 
of a mortgage of their landed property. And secondly, he 


3 U. P. Banking Enquiry Committee Report. 
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may finance the village mahajan when he requires accom- 
modation. 

The shroff or sarraf is primarily a bullion dealer. Besides 
lending money, he also deals in hundis and sometimes 
receives small deposits too. All these functions may also be 
performed by wholesale grain, ghee, sugar, cloth and other 
dealers. 

The kothiwal is usually a zamindar or business and 
industrial magnate performing the more important of bank- 
ing functions. Sometimes he also lends to landlords both 

small and big. 

In addition to the above fixed or stationary money- 
lenders, there are also what may be known as itinerant 
peripatetic money-lenders. Their activities are mostly con- 
fined to villages though some of them may also be sometimes 
found in towns. 

The most important of these is qistwala or qistia. In 
the western districts of U. P. he is known as rahtnvala ; 
in Oudh, ugahiwala ; and in the eastern districts of U. P. 
as hundiwala or tharakkar. He lends on a system usually 
known as qist or ugahi meaning ‘instalment.’ A loan 
of Rs. 10 is generally realised in this case in 12 monthly 
instalments of Re. 1 each. Arrangements for making 
such advances may be made by persons residing in im- 
portant towns through their representatives or by those 
wandering themselves. An illustration of the former is 
provided by the sahus of Moradabad of U. P. and of the 
latter by the Kabulis, the Harhias, the Beoparis, etc. The 
Kabulis are the Pathans belonging to Afghanistan. They 
deal primarily in cloth and wander from one place to another 
selhng’the same on credit and realising the prices in instal- 
ments. Sometimes they also advance money. Harhias are 
the usurers from Bihar. They deal in cattle also. In 
all other characteristics they are equivalent to Kabulis. 
The Beoparis are also like the Harhias but belonging to 
U. P. mostly. 

Then, there are a host of others. The Baniaras are the 
grain-dealers and carriers. Their money-lending activities 
are confined mostly to the submontane tracts. The Behwans 
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are the butcher money-lenders. The Pheriwala is the 
name given to all pedlars v ho generally prefer to sell on 
credit principally to enable them to charge higher prices. 
The hhanclsah is a dealer in sugar who makes advances 
on condition of receiving canes or gur at a fixed forward 
price. ° 


This is mostly about U. P. and Northern India. In other 
Pl'[lprt° h,% C ff Untl T there 3re s,milar money-lenders though 
Rn Sn b >:. dlfferent names. In Southern Ind.a and alto 
u r ? C , hettis ’ Amon S them the Punathukudi 
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in various parts of the country which receive deposits and 
allow their customers to draw cheques on them. They 

have adopted the methods of the modern banks, so to say. 

» 

Method of their Business 

The methods of their business are very cheap and simple. 
The establishment is neither costly nor imposing. There is, 
no doubt, a regular office, but maintained in the most 
ordinary style. The methods of accounts too are very 
simple though at the same time accurate and efficient. 
In the case of those who perform only money-lending busi- 
ness and that too on a very small scale, there may not 
be any office. Some of them may not maintain accounts 
too. There is no system of elaborate formalities to be 
gone through befoie an advance may be obtained and 
hence there is no question of any delay. These bankers 
do not also believe in advertisement. Rather, they main- 
tain utmost secrecy with regard to their business. 'What- 
ever training is required, it is available from the old mem- 
bers of the family. The languages, scripts and numerals 
used by them vary from province to province, and some- 
times in the same province and town. There are special 
codes also. In one of the Kathiawar codes as laid down 
by Dr. L. C. Jain in his book Indigenous Banking in India, 
Kits=one ; Dhar=two ; Udhan=three; Goth=four ; Mui 
=five. Again, following special words for numerals are 
prevalent in our own provinces : — 

Sang=l ; S\van=2; Ekwai=3; Fonk=4; Budh=5 ; 
Dhink=6 ; Pank=7 ; Rakh=8 ; Nung=9 ; Mindhi=10. 
Various Systems of Money-lending 

There are various systems of money-lending followed by 
the money-lenders and indigenous bankers in this country. 
Of these the following, being the most common, may be 
mentioned. 4 

(1) Promissory Note. When the amount of the loan and 
the rate of interest to be charged on it is settled between the 
two parties, the borrower writes out a promissory note 
promising to pay on demand the principal and the interest 

4 L. C. Jain, Indigenous Banking. 

13 
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which is mentioned. The money-lenders also require sure- 
ties for huee sums called Zamms to attest the pro-note. In 
case of the failure of the borroweis to do so, higher rates of 
interest are charged. 

(2) Rasid or Tcep. When pro-notes are not used rasids 
or teeps acknowledging the loans are signed. There is also 
a mention of the agreed rate of interest in them. 

(A) Dastavss or Tamassnk. This is written out on 
stamped Government papers. It contains various details 
of the loans. Usually there is a mention of a penal rate of 
interest in case of the non-payment of the amount of the 
loan on the due date. 

(4) Ticket Bahts. These are stamped bahis on which the 
borrowers’ signatures are pledged for the repayment of the 
loans taken by them. It is not customary to mention 
therein the conditions or the rates of interest, etc. Only 
verbal agreements are made with regard to these things. 

(3) Hist. It is also known as banaj, rehat and rehti. 
A mention of its characteristics has already been made. 
Sometimes the first instalment is deducted at the time the 
loan is contracted. In recent times, consequent upon the 
denial of the receiving of money by the borrowers, there 

Developed the practice of obtaining a thumb-impression 

s gnature of the borrower on a separate account-book or 
-• * ritten contract. 

(G) Rujahi It is another system of kist wherein a man 
borrou ing Rs. 30 gets Rs. 2S and pays the whole sum in one 
full month of 30 days paying Re. 1 each day. 

(7) HatudharorDastgurda. In this case, there is neither 
a written document nor a witness to be produced as an 
evidence of the loan. The credit is granted by word of 
mouth only on both sides and sometimes on oath. 

(8) Gtrvin. This is the Hindustani word for pledge or 
paw mng. It means lending of money against the pledge 
of gold and silver ornaments, etc. Usually a considerable 
margin is kept between the value of the property pledged 
and the amount of the loan granted. This system is very 
popular with Indian ladies rrd specially widows. 

(9) Rehan. This is a mortgage of landed property or 
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houses. Herein a mortgage-deed called Rehan-nama is duly 
registered with the registrar of the district in which property 
is located. In this are mentioned the dates of payment of 
instalments of the loan, etc., etc. There are different kinds 
of mortgage and each one of them has a distinguishing 
feature. First of all, there may be a simple mortgage. In 
this case, the possession of the property remains with the 
borrower. Then, there may be an usufructuary mortgage, 
wherein the possession of the property is also made over to 
the creditor and he receives the profits therefrom as interest 
so long as the principal is not repaid. Often, the money- 
lender allows the borrower to use the property in lieu of the 
payment of rent. Sometimes there is a provision to the 
effect that the borrower shall not be able to redeem the 
mortgage, if he fails to repay the principal within a specified 
period. Thirdly, there may be a Patta Patawan mortgage 
wherein the possession of the property is given to the mort- 
gagee for a fixed period at the end of which it reverts to the 
mortgagor free of all charges. 

The above are the systems of cash loans. There are also 
kind loans. The following are very common : — 

(l) An advance of grain for sowing or consumption 
purposes on condition of return of Sawaya (1| times), or 
Dyodha (3A times) or Doona (twice) at harvest time. 

' (2) A zamindar-cum-moncy-lender often advances bij 

(seed) and money for khawai (consumption purposes) accord- 
ing to some settlement and in return when the harvest is 
reaped after recovering the original advances, shares the 
produce with the cultivator half and half. 

There is also a system of mixed loans wherein the 
borrower takes cash as well as commodities -in which the 
money-lender deals and his account is kept up-to-date ^y 
debiting it with the amounts of various transactions. Settle- 
ment is made at the time of harvest when the produce 
is sold. 

Sometimes loans are granted on condition that the 
borrower sells the produce the crops when ready to the 
lender at a stipulated price. This is very common with the 
money-lenders who also deal in the commodities which the 
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borrower produces It has been generally observed that the 
price fixed under the circumstances is extraordinarily low 
and as a result the borrower suffers considerably. 

Interest and other Charges 

Interest charges vary from place to place and time to 
time. Taking the land loans first, the rate of interest is 
often 25 per cent., or even 100 per cent, depending upon 
whether the system followed is that of sawaya, dyodha or 
doona respectively. These rates are, however, only for 
the period cf the loan, which is approximately six months 
or less ; hence the rates per annum are even higher than 
these. 

For cash loans, they range from 8 to 12 per cent in 
case of good security and from 12 to 371 per cent without 
security. Sometimes they are one anna per rupee per 
month, which is 6^ per cent per month and 75 per cent 
per annum. 

The Sahukars charge among themselves 9 per cent pei 
annum only. This is called the Sahukari Byaj. ' 

The interest charged is usually compound. There are 
many cases where the debt amounts to three, four or five 
times the original loan because of the compound interest 
charges. 


Besides the simple and compound interest, money-lenders 
receive some extra payments according to the custom of the 
locality. On the country-side, it is not unusual to find the 
borrow er rendering services free of charge to the lender ant 
specially during ceremonial occasions There is very ofter 
a dharamkhata (charity account) to which somethin^ i< 
required to be contributed by the borrower at the time^o 
the contrai tion of loan. Something is also deducted bi 
way of Iikhai (writing charges) to be dhided among thl 
munim and the darwans of the money-lender Fron 
amongst other charges heard of may be mentioned,’ nazrana 
thaui ki munh khulai, and dastun. These are. however ox 
the wane. ' ; * 


_ But when recourse is made to a court of law- thougl 
it is not very common, the above rates of interest and otlfe: 
charges are not allowed. Nearly every province has sc 
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amended the Usurious Loans Act (1918) as to make it in- 
cumbent upon it to re-open the account of a creditor \yith 
hip debtor and bring down the rate of interest charged to 
a level specified m the amending Acts. But such a'proceed- 
ing lay previously in the discretion of the court. It has, 
however, been made obligatory in recent years in most of 
the provinces. The change was introduced in Bengal in 
1933, in Assam, Central Provinces, the Punjab and United 
Provinces in 1931, in North-West Frontier Province in 1935, 
in Madras in 1937, and in Bombay m 1938. In Bihar 
nothing has, however, been done in this direction so far. 
The Money-lenders Act III of 1938 of that province leaves 
action to the discretion of the court as before. 

FUNCTIONS OF MONEY-LENDERS AND INDIGENOUS 

BANKERS 

Taking only those first who only lend, it may be said 
that they piovide funds both for production and con- 
sumption purposes. In certain cases they provide also 
the corn, seeds and cattle, etc. to agriculturists. They meet 
the need of all sorts, of people — rich and poor, agriculturists 
and non-agriculturists — whether they are able to offer any 
security or not. The rich borrow from them to purchase 
luxuries, the poor to purchase necessities, the agriculturists 
to carry on agricultural operations and the non-agriculturists 
to carry on trade, industry and commerce. They are thus 
indispensable in the economic life of the people whom they 
serve, and the people know' it. They show' a great regard 
for them. It has often been obseived that the borrowers 
prefer the methods of indigenous money-lenders to those 
of the foreign bankers. They do not keep them waiting for 
their money till the time for its profitable use has passed. 
They do not press for repayment at due dates, if they know 
that stich repayment is inconvenient. They do not conduct 
embarrassing inquiries into their clients' financial condition, 
for they know it. An estimate of their importance may be 
made by looking into the total indebtedness of the people 
to them in this country. Dr. Jain, writing in 1928 said, 
“It. is very difficult to precise, but it may be hazarded that 
the total indebtedness to money-lenders in India amounts 
to between 800 and 900 crores of rupees.” Since then, the 
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condition has much deteriorated and we may safely say that 
it cannot be less than Rs. 1,200 erases at present. 5 This 
sum is far in excess of what are the combined resources of 
all the modern banks in this country. 

Coming to those who, m addition to carrying on the 
operations of a money-lender on a larger scale, also receive 
deposits and/oi deal in hundis, we may ray that their activi- 
ties are diverse and of varied nature. So far as the financing 
of agriculture, the primary industry of India, goes, it is done 
by them indirectly. They generally find it impracticable to 
establish direct relations w ith the peasants because, as we 
have already observed, they live mostly in urban areas. 
Hence, what they do is that they catch hold of the village 
money-lenders and tradeis These receive accommodation 
from them and bring the crop produce in its stead. As far 
as the disposing of the crop by the cultivators is concerned, 
broadly speaking two methods are prevalent. Firstly, there 
are the small and uneducated cultivators, who usually' ‘sell 
their produce to the village trader who also happens to be a 
money-lender, and to whom they are generally indebted for 
advances made eithei at the time of sowing the crops or 
afterward-. The village money-lender pays his customers 
for the produce m cash but deducts, m part or in whole, 
the money lent to them. He, then, sells some of the pur- 
chased produce in the village for local consumption and the 
urplus to town trader (again a money-lender or a banker), 
and from whom he usually obtains accommodation. At 
this stage a considerable amount of general banking business, 
e - g-< buying and selling remittance, discounting hundis, and 
giving loans against stock-in-trade also takes place. ‘Se- 
condly there are numerous mnndis or exchange marts_eacb 
patronised by a set of neighbouring villages— to which the 

6 A change has come due to the rise in prices of agricultural 
goods during the present war period. There are some who 
. say that a considerable part of the agricultural debt has been 
wiped off. But there are others rvho say that this has not been 
so. Whatever increased prices, agriculturists get, are spent up 
m the purchase of their other requirements- Besides, if there has 
been some gain, it has been only in the case of well-to-do tenants 
who were never in debt. 
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more enlightened producers or those who are not bound to 
money-lenders, as well as some village money-lending traders 
who buy crops from their customers, bring their commodi- 
ties for sale. In these trading centres prices are determined 
by free interplay of the forces of demand and supply, which 
does not always happen m the villages. To these marts 
come a variety of buyers, the town traders, the agents of 
indigenous banking houses buying on their own account, 
or on behalf of customers, and representatives of exporting 
firms. Payments are usually made in cash, which necessi- 
tates large sums of money being brought from one tiading 
centre to another.’ 

Then, takirig the financing of industry, it may be said 
that they do not take much interest in those carried on 
under the large-scale system of production. This is perhaps- 
due to their ignorance of the methods which are alien to the 
country. But in recent years, they have been found taking 
interest in them. Some of the newly started industrial 
concerns owe their origin to them. Quite an appreciable 
number is being run under their management. In some 
important towns the practice has grown among them of 
making deposits with the mill industries. "The fact of the 
matter is that these mills, on account of their large and 
prosperous working, inspire confidence among money-len- 
ders and bankers, who are willing to invest their money in 
the mills as fixed deposits. They are, however, renewable 
on the expiry of the period stipulated — usually two months. 
This affords an opportunity to the money-lender to with- 
draw his money and invest it more profitably, „ * 

The financing of cottage industries is, however, mainly 
in their hands. As a rule, the artisan has a very small 
amount of capital of his own. The money-lenders and 
indigenous bankers supply him with the raw material and 
generally make it obligatory upon him to sell the entire 
product to them at a price which is considerably lower 
than what it ought to be. Illustrations of the facts may be 
given from the practices prevalent in the important towns 
of the country. 

It has already been . observed that the agricultural pro- 
ducts are brought to the market by the assistance of the 
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money-lenders and indigenous bankers. Besides, thev help 
the distribution of other goods also These people do not 
act only as commission agents and keep the goods on 
behalf of others bv paying for them for the time being, but 
also enable the actual sellers and purchasers in transferring 
money from one place to another by issuing demand hundis 
or discounting them. Of course, they do not play any 
important part in the financing of external trade except in 
so far as the movement is concerned within the country 
itself, i e,, from the towns to the ports and vice versa. 

They receive very little of deposits from the public. 
When they do it, it is mostly -with a view to oblige friends. 
Inter-borrov ing is very common. Hundi business too, 
as has already been noted by us, has gone to the back- 
ground But there are shroffs who even now undertake 
this business. They buy' whatever hundis arise at a high 
rate of discount for ready money, and when they have not 
enough money to carry on this business they simply re-dis- 
count them with the modern banks. The Imperial Bank 
considers this business safe as the shroff's endorsement makes 
them doubly strong and as they take good care as to their 
nature there is no danger. Finally, some of them have 
begun performing other functions on the ltnes of the modern 
banks, but their number is very small. 

DEFECT IX THE ORGANISATION OF MONEY-LENDERS 
AND INDIGENOUS BANKERS 

The organisation of money'-lenders and indigenous bank- 
ers suffers, from very serious defects. 

(1) The majority of them are conservative and continue 
antiquated methods of business. No doubt, there are some 
who have made improvements and receive deposits, issue 
cheques and render other services to their clients just as the 
modern banks dc, but their number is very limited. 

(2) They are jealous of each other and have no organisa 
tion of their own, worth the mame. No doubt, there ar< 
some ancient and modern associations, but these do no 
have a considerable number of them as members, and hen© 
cannot be claimed to be representatives. The ancien 
associations such as mahajans and unchayats, etpc , hav 
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lost much of their force due to the establishment of the 
law courts A great portion of their activities is concerned 
with religious and social matters affecting the members, 
and not anything useful. Of the modern associations those 
-of Bombay, viz., the Bombay Shroffs’ Association, the 
Marwari Chamber of Commerce, the Commission Agents' 
Association and the Multam Bankers’ Association may be 
mentioned. There are some in other parts of the country also. 
They render a valuable service in bringing the members to- 
gether and binding them in their common interest. But the 
position is not very satisfactory. The number of their mem- 
bers being small, their representative character may be ques- 
tioned. 

(3) They have not developed banking habits of the 
people in the country. Neither do they manufacture credit. 
They have done nothing to encourage the use of credit 
instruments like cheques and bills of exchange. Hundis 
too which have been known to them for long play a small 
part in their finance of trade, the bulk of which is financed 
by cash. 

(4) Their main business, viz., money-lending is also 
attendant with many evils. A distinction is hardly made 
between what are known as productive and unproductive 
uses. The rates of interest charged are very high, and 
the dealings of some of them, specially of the money- 
lenders are often dishonest. In short, it is open to serious 
objections. 

(5) Notwithstanding the petty monej'-lenders alone, 
even the largest indigenous bankers combine trading with 
banking. There are some who speculate in Government 
papers during the off-season. No doubt, in several other 
countries - also the private bankers who do not subject 
themselves to any official regulations pursue an elementary 
form of banking business in addition to other and more 
lucrative forms of business. But its main defect is that 
their depositois stand to lose their money if they suffer on 
account of such activities. In India there is no such 
fear, as they do not usually have deposits. But the Reserve 
Bank of India as we shall see iater on would not agree to 
their direct linking with it so long as they do not give up 



202 


BANKING IN INDIA 


this part of their business. 

(6) Some of them, and it is specially true of many 
money-lenders, do not keep proper books of accounts. Audit 
is almost unknown to them. Under the circumstances, the 
central bank of the country cannot be expected to help 
them in any way. 

(T) No statistical data is available regarding their busi- 
ness. This is needed with a view to find out the direction 
in which they should be improved. 

(8) There is no regular contact between them and 
modern banking in the country so that two money markets 
exist side b> side with different tendencies. It has often 
been observed that while there is a shortage of the loanable 
funds with the money-lenders and indigenous bankers and 
they charge very high rates of interest, there is an abandance- 
of them with the modern banks and they discourage invest- 
ment habits and dry up the channels through which credit 
flows to them. 

SUGGESTIONS FOR REFORMING MONEY-LENDERS AND 
INDIGENOUS BANKERS 

Various suggestions have been given from time to time 
for reforming monej, -lenders and indigenous bankers. Most 
of the Provincial Banking Enquiry Committees were m 
farourofthe licensing of money-lending business. There 
was, however, a difference of opinion on the question 
whether it should be voluntary or compulsory. Those In 
favour of only voluntary licensing pointed out that (i) many 
of the money-lenders and indigenous bankers will strongly 
object to any restrictions on their business; (it) owing to 
their strong position, they will be able to evade restrictions ; 
and (tit) it will be difficult to provide for the compulsory 
licensing of non-professional money-lenders. 

The advocates of compulsory licensing, on the other 
hand, said that (t) without a compulsory licensing system 
the objectionable practices of dishonest money-lendeis 
could not be eliminated for the benefit of the masses ; and 
(« 1 such compulsory licensing had worked well m the ca=es 
of legal and medical professions and had not led to any 
legitimate complaints. 
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The terms suggested for the license were (/') the limita- 
tion of interest ; («') the keeping of accounts in a prescribed 
form and making audit compulsory ; (m) the submission 
.of his periodical accounts to each borrower ; (iv) the giving 
of receipts to all boi rowers for repayment and keeping the 
counterfoils with the money-lenders j and ( v ) fixing the 
period of rests to not less "than a year for charging com- 
pound interest. 

In return for the above restrictions the money-lender 
was to be given certain privileges. The most important 
of these were to be (/) the recovery of loans given by lmn 
against agricultural hundis or warehouse receipts by the 
procedure that is applied to the recovery of public demand ; 
(li) the facility of receiving advances "of money lrom the 
banks on the security of^agricultuial papers, of sending 
remittances through Imperial Bank and post-offices on the 
terms granted by them to joint stocks banks and co-opera- 
tive societies respectively, and of opening current accounts- 
with the post-offices withdrawable by cheques- 

But there were committees including the Central, which 
*uere in favour of neither a compulsory nor voluntary 
licensing. Licensing was suggested for two pui poses, viz r 
(i) that for lowering the lates of inteiest charged by the 
money-lenders, and («) that for checking the objectionable 
practices of some of them. These committees argued that 
the hist object could be secured by the pi ogress of mass 
education, the development of habits of' thrift and saving 
among the people, and breaking up of the monopoly of 
the money-lenders. And as fai as the secuiiiy of the 
second object was doncerned, they said that it required 
further legislation prohibiting money-lendeis from resort- 
ing to objectionable pi actices under the threat of heavier 
penalties. 

r Since then a good deal has been done. 10 The money- 
lender as the source of credit has been iequired to register 
himself and obtain a license m Bihar (1033). the Central 
Provinces (1936) and the Punjab (1938). The Bombay 

c Vide ‘ Provincial Debt Legislation, Abhyankar and The 
Relief of Agricultural Debt, Strickland. 
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Money-lenders’ Bill (1 Q 38), the Bengal Monev-lenders' Bi! 
(lt» ’.<?), and the U. P. Money-lenders’ Bdl (4939) also provide 
for registration. The suit of an unlicensed money-lendei 
is required to be dismissed in Punjab, Bthar, Bengal and 
U. P , time for making good the defect is allowed in 
Bombay. The C. P. Act imposes a fine, which penal tv i- 
also to be imposed over and above non-suiting in Bengal 
further, 10 U. P. there is also a provision foi 
the disqualification of the money-lender. The enforcement 
of registration being, however, not easv, in some provinces 
there is a provision for the cancellation of a license by the 
Collector if the holder i<- shown to be guilty of fraud ot 
ot infringing the major provisions of the law. The Punjab 
Act lays down that he must have offended against the 
Regulation of Accounts Act (I of 1930) three times before 
ms license can be cancelled. 

T b ® \ CC °u n }u ° f a mone y-' e nder are regulated bv lai\ 
neulv rmL t le P rovinces > the only exception being the 

of u 0r , lssa a "d Sind. A form ol 

directed to 1S U « P b '’ l ie Governments ' anci be 15 

a convnf eJrl f receipts - for P a >' raents , to give to borrower; 
a statement -il tra " sactl0n > an d to send to every debtor 
the penod ’ ° r j'^T nthl ' V < of {],e accounts, ol 

suDDhed onK- n * ^ adras this statement is to be 

SS,uh°Sd„°o n r r s „ d r™ d -“'" e ri r vinces 

which he ordinarily uses - ™ K S ! pt and 

several but the riphl USGS ’ otbers o{ ? er him a choice of 

i? ml iStcuTlSg, 0 0„ P K'%“V° b, , a '? i l ,he 

the language mus' ilwavS be"’ ! h pr0tects . , the debtor) that 
district) The entry Af 'a Refit * C0 ^t-l3nguage of the 
the actual loan m \ fictitious amount, larger than 

interest-rates ls’nunidnW P.’ rcum vent the limitation of 
.Od the Unfted P p r ovmc ’ll b ',„ fin ,Ve n 

be dismissed. ' 10 the Pun J ab » the suit may, 

. P o rS”t,“h,ir, Tri ‘™‘ 0re «at e also 

law court has been enacted , n ln™ 1 '’ deCreed b - V 3 

ready existed. With one exc’etion the ° the - r states ]t al ‘ 
uue excenon, the maximum rangesp 
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from 25 per cent (Bengal and North-West Frontier Pro- 
wince) to 12 (Bihar and Bombay) on unsecured loans and 
from 15 to 9 per cent on secured loans. The exception 
is Madras (IV of 1938), which after reducing interest to 
5 per cent with retrospective effect on existing loans, limits 
the rate on all future loans to agriculturists to per 
cent (simple interest). It is unlikely that peasants can • 
borrow at this rate except from co-operative societies or 
from the treasury ; the law, therefore, allows the Govern- 
ment to notify a higher rate. The mode of imposing the 
interest limit is to declare that the minima, laid down in the 
laws, shall be presumed by a court to be usurious. In the 
North-West Frontier Province and the United Provinces, 
it is added that certain other rates (15 per cent on unsecured 
loans in the North-West Frontier Province) shall not be 
deemed usurious. Such a provision is not easy to justify. 
The old Hindu rule of damdupat has also been embodied in 
debt legislation by Assam, Bengal, Central Provinces, 
Madras, the Punjab and United Provinces. The central idea 
is that the interest on a loan shall not exceed the principal, 
and this is good in so far as it leads creditors to sue within a 
reasonable term of years, instead of piling up the total at 
compound interest. The interpretation of the rule is, 
however, not easy, especially on a running account of many 
items extending over a long period, and the laws vary in 
their phraseology in consequence. Thus whereas Madras 
(IV of 1938) lays down that a debt is discharged when twice 
the principal loan has been repaid, Assam (IV of 1934) says 
that the interest decreed by a court is not to exceed the 
principal : a very different provision, and more liberal to the 
creditor who is suing on a recent balance of account. The 
Madras form is perhaps the most effective, but it involves 
the court in long researches into old accounts for which 
judicial officers may not always have time. Bihar (III of 
1938) does not rely on damdupat, but forbids a court to grant 
more than three years interest. 

Several provinces also protect the property of the 
borrower. Bengal and Bihar exempt one acre of land and 
Bengal (VII of J.936) the dwelling house ; the United Pro- 
vinces (XXVI of 1934) has a similar but less explicit provi- 
sion. The Bombay Temporary Relief Act mentioned under 
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A(l), exempts land, home, crop and cattle. Bengal (VII of 
J93G) directs a Conciliation Board to i educe a debtor's 
liabilities to a total which he can pay off in twenty \ tars. 
The United Provinces Act (XXV U of 192,4) orders that 
instalments be granted for payment in fifteen years or less; 
and if a mortgage with possession is allowed to cieditor-, 
their debt is to be extinguished in twenty years, when ihe t 
court shall eject the mortgagee and icstore the land to the 
cultivator. The Punjab had long restricted the alienation 
of land by agriculturists to non-agriculturists under the 
Alienation of Land Act (XftI of IfklO), but has now amended 
the law- (Alienation of Land : Further Amendment Act, 
1938) to prevent alienation to agriculturist money-lenders. 
The amendments may not succeed fully in their purpose, 
but will certainly protect the indebt e-rl peasant to some 
extent. A still more unusual Punjab law is the Restitution 
of Mortgaged Lands Act, 1938, which empowers a Collector 
to eject a mortgagee, who holds possession under a mortgage 
made prior to Act XIII of 1900, and restore the peasant to 
his land, on a moderate pay men t, if necessary. By Punjab 
Act 11 of 19,16 a District Officer is further bound to limit to 
twenty years a mortgage of agricultural land, given in exeat- * 
tion by order of a court 

These aie only some of the Acts passed. There are 
still manv whose mention has not been made here. In 
some ca - molestation and intimidation of debtors has" also 
been foiLidden and this lias teally gone a good deal to check 
the activities of the Kabulis and others against whom 
repeated complaints had been made for the use of violence. 
It cannot, however, be claimed that there is nothing left 
. now to be done. Some of these Acts suffer from serious 
defects and they shall have to be removed in due course of 
time. But this can be done only after full experience. In 
England and other Western countries where such laws had 
been framed long before, even now broad loop-holes are 
brought to light. The law has little force as against the 
dishonest. It merely enables an honest money-lender to offer 
firtma facie evidence of the fact that he is honest. 

Those of the indigenous bankers who perform other 
functions of banking than »lhat of money-lending alone 
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can also be made to become more useful members of 
the financial organisation of the country by taking certain 
important steps. There is a need of their continuance. 
The joint stock banks, the Imperial Bank, and the co- 
operative institutions cannot be expected to supply the 
banking facilities to all parts of India, and replace them. 
There is an important activity awaiting development, viz., 
bill broking and accepting and this can be successfully 
undertaken by them. We know that they have been deal- 
ing m hundis from times immemorial and their experience 
regai Jing them will prove very useful in the development 
•of the bill market whose necessity to the Indian banking 
system has been so keenly felt for long. 

The Central Banking Enquiry Committee in this con- 
nection showed the necessity of linking them with the 
Reserve Bank of India, and for this purpose it laid down 
certain conditions which must be fulfilled by them before 
being eligible for it. The Reserve Bank of India has been 
established, but nothing ,has been done so far to link them 
to it. The section 55 (i) of the Reserve Bank of India Act 
prescribed that “the Bank shall at the earliest practicable 
date and in any case within three years from the date on 
which this chapter comes into force (l.e , on or before the 
31st December, 1957), make to the Governor-General in 
Council a report, with proposals, if it thinks fit on the 
following matters, namely : — 

(а) the extension of the provisions of this Act relating 
to scheduled banks to persons and firms, not being sche- 
duled banks engaged in British India in the business of 
banking, and 

(б) the improvement of the machinery for dealing with 
agricultural finance and methods for effecting a closer con- 
nection between agricultural enterprise and the operations 
of the bank. 

Part (a) refers to indigenous bankers but to the extent 
they finance the movement of crops and also provide credit 
directly or indirectly to agriculturists, they are an agency 
for supplying agricultural finance, and thus the question 
of their improvement and the co-ordination of their acti- 
vities with the Reserve Bank is also partly included in 
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part (b) of the terms and hence the two terms were inter- 
connected. 

The bank in fulfilment of the above requirement re- 
leased \\ hat are known as a Preliminary Report and a 
Statutory Report in December, 1936 and 1937 respectively. 
The two reports may be regarded as complementary and 
covered much ground. As a step toward controlling the 
rates of interest and the money-lenders' methods of busi- 
ness, they suggested legislation for the regulation of the 
business of money-lending and some of the Acts whose 
provisions we have already discussed were based on the 
suggestions contained therein. Concrete proposals* were 
also made to the representatives of indigenous bankers and 
others with a view to link them to the Reserve Bank of 
India. They were not new and were based on the recom- 
mendations of the Central Banking Enquiry Committee. 
Very briefly, the) suggested that il the indigenous bankers 
were to come into practical relationship with it, they will 
have to formalise their methods of business on lines 
approximating to joint stock banks, and in particular, deve- 
lop the deposit side of banking activities. From the replies ( 
received thereto, it may be concluded that they all dis- 
agreed with the suggestions regarding the taking of deposits 
and giving due publicity to accounts. There was, no doubt, 
agreement on various other points, e g , the maintenance of 
accounts m approved form, and giving up of speculative 
business. They were also not prepared to confine them- 
selves to banking business only. They felt that in some 
cases the stoppage of a non-banking ancestral business 
would involve not only the closing up of a lucrative source 
of income, but might be a blow to the prestige of the 
indigenous bankers concerned in their locality. This 
seems to be truly speaking a correct view. It may 
also be said that there seems to be no valid, ground 
for the insistence of the Reserve Bank of India on the 
indigenous banker’s receiving deposits when they per- 
form many of the other banking functions. We do 
not understand why should so much stress be laid out 
only on this function on the lines of the English bank- 


7 Pleasc consult Appendix B in the end. 
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ing system. C.m India not follow the system it has 
evolved after an experience of centuries? The indigenous 
bankers themselves fire anxious to take a leading place as 
bankers in the life of the conntty, as unnortant a-, they had 
in the p\st. Tire difficulty arises because of tiie different 
view taken by those who arc the misters of the destiny of 
the country" They being alien cannot be impressed with 
what is indigenous, and must regard only their own methods 
and agencies useful. The altitude of the bank must change 
with regird to this question. It i^, however, very necessary 
that the indigenous bankers too must change their methods 
ot business with a change in the time, and attain a standard 
worthy of the membership of a central bank. 

There is one more suggestion mentioned in the Statutory 
Report, and this as has also been the expectation of the 
bank may tcstdt in ultimately bringing 1 lie indigenous 
bankers in duect relationship with it 'without compelling 
them even in the least to modify the essential character of 
their business or to submit to unduly ltgid restrictions’. 
We already know that they have been accustomed to the 
use of iumdis for long. In case they take the trouble of 
augmenting the same, a bill market can he developed in 
this country. Tne bank has promised to extend its open 
market operations to luindis also m the same wiy as it does 
to Government securities, and this would suielybungat 
least the important ones m close touch with it. So far, the 
stamp duty on th- d rumen ts had been on a scale which 

made any aug.n non in their use impossible, but since 
11U0, it has been . Jitced and now at least one of the impe- 
diments to it has been done away with. We shall take up 
this topic in greater detail else-wherc. 

, ADVANTAGES OF THE DIRECT RELATION SIIU’ OT THE 
INDIGENOUS BANKERS WITH THE RESERVE 
BANK OF INDIA 

The question is as to what arc the advantages of the 
direct relationship of the indigenous bankers with the 
Reserve Bank of India. At one stage, it was suggested 
that they should have an access to the premier bank of the 
country only 'through the joint stock banks and the Im- 
perial Bank of India. They maintain a list of the appnrved 
14 
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indigenous bankers whose hundis they are always prepared 
to discount to a' limited extent and it was thought that 
this was enough and these hundis should be allowed to 
be re-discounted with the bank if it was presented only 
through them. But there was put up a great opposition to 
this suggestion and it has now been abandoned. As was 
pointed out by Chumlal B Mehta, President, Bombay 
Shroff Association, Bombay, in his letter dated 24th Septem- 
ber, 19.17 to Sir James Taylor, Kt. C I. E., Governor, Reserve 
Bank of India, Calcutta, the commercial banks did not 
assist the indigenous bankers. On the contrary, they 'had 
competed with them and taken away’ their business, and, 
hence, they could not be accepted to welcome the sugges- 
tion of having an access to the bank only through them. 
The following are the advantages of such an access : — 

(1) ‘The history of the world since the last War has 
made it abundantly clear that if a country is to be finan- 
cially sound and independent it must have a properly 7 co- 
ordinated banking system which will embrace all the impor- 
tant banking activities of the country and co-ordinate them 
in a well-ordered whole under the general supervision and 
control of its central bank.’ The indigenous bankers too 
perform very 7 important banking activities and in the Smaller 
country towns and in the villages, they are the only agen- 
cies performing these activities ; the joint stock banks are 
either non-existent or play a very minor role in comparison 
with them. Even in important towns and ports where a 
substantial business is in the hands of the modern banks, 
they continue to carry on some valuable activities. Under 
the circumstances, it is necessary 7 that they must also 
be linked with the Reserve Bank in the same way as 
the modern banks have been. This will result in the 
co-ordination of the activities in the two markets which 
exist in the country, vis., indigenous money-market and 
the modern money-market, it will also result m the raising 

of the standard and improving of the activities of the 
indigenous bankers 

(2) The indigenous bankers have m recent years 
- lost whatever deposits they had in past years This has 

been due to many causes, the most important of them 
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being, as pointed out by ' Chunilal B. Mehta in his letter 
already referred to, the offer of high rates of interest by the 
joint stock banks and the Government. In old times, 
they received deposits even without any interest. What- 
ever might have been the reasons in recent times for 
the weakening of the old system, the linking with the 
Reserve Bank is expected to encourage more deposits being 
drawn towards them. And hence, it is now clear that the 
receiving of deposits should not be made a condition 
precedent to their linking with the Reserve Bank but may 
be expected to follow as a result. , 

(4) It is expected that as a result of the proposed 
establishment of their direct relationship with the bank, 
the banking business of the indigenous bankers will in- 
crease and then they will be in a position to gradually 
shed down their non-banking business. Hence, it may 
be said that this should also not be made a condition pre- 
cedent to their linking but be expected to follow as a 
result. 

(4) Another advantage of the proposed linking will 
be that the indigenous bankers shall become eligible for 
obtaining loans and advances and discount facilities from 
the Reserve Bank. It may be pointed out here that any 
restriction of it, e.g., limitation to only emergency periods 
as proposed by the bank, will destroy the prime benefit of 
the direct relationship. There can not' surely be any objec- 
tion to the gradual stiffening of its attitude with the improve- 
ment of the position of the indigenous bankers which must 
follow as a result of the linking. 

(5) Though the indigenous bankers have taken a 
serious objection to the publicity of their accounts, they 
are willing to supply the particulars wanted by the Re- 
serve Bank of India. These can be consolidated and pub- 
lished, thus giving an index of the country's financial 
position from time to time. 

(6) Their direct relationship with the bank will enable 
them to obtain better remittance facilities. At present 
also some of the indigenous bankers, who have fulfilled 
certain prescribed conditions and are included in the 
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approved list of the Reserve Bank are allowed the same 
remittance facilities as the non-scheduled banks fulfilling 
similar conditions and included in the similar list. 

» 

relationship of the indigenous bankers with 
the imperial bank and other 

COMMERCIAL BANKS ' 

The relationship of the indigenous bankers with the 
Imperial Bank and other commercial banks is not always 
very cordial. The latter maintain an approved list of the 
former, and confine their dealings with only such of 
them as are mentioned therein. The Bengal "Committee 
stated that some branches of the Imperial Bank showed a 
lack of consideration even to old, reliable an5 substantial 
firms Complaints have so often been made of the un- 
friendly treatment of the managers of the Imperial Bank 
and other commercial banks with the indigenous bankers. 
This may be attributed to their being m many cases non- 
Indians and often ignorant of the language spoken by the 
people Even Indian managers have not been able to take 
as much interest in them as they ought to have done. The 
cause of this also is not far to seek. They, being, often 
‘moved from branch to branch, cannot obtain that local 
knowledge and personal touch which are very’ necessary 
for an adequate understanding of the needs and financial 
standing of their customers.' This is really a very serious 
defect ot Indian banking system and has resulte'd m the 
segregation of the two important credit agencies whose 
co-ordination would be of the utmost benefit for trade and 
industry of the country. 

Coming to those of the indigenous bankers whose 
names appear in their approved lists it may ' be said that 
they obtain cash credits from them on the basis of a pro- 
missory-note which is usually a two-named paper— in some 
cases one of the names being that of a merchant also. 
They discount their hundis with them. These are pur- 
chased by the indigenous bankers from the merchants for 
ready money. But in the majority of the cases, the accom- 
modation is sought occasionally and onlv during the busy 
season when there is a shortage of funds and inter-borrow- 
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ing cannot be resorted to. It may be added that this can 
in no case exceed the limit prescribed against the name of 
the particular party in the approved list. This is determined 
as a result of inquiries into its financial position. So from 
all this it is obvious that there is no special advantage to 
the indigenous bankers from the fact of their being included 
in the list of the Imperial Bank and other commercial 
banksf They are treated just like ordinary customers. The 
cheques drawn on and crossed to them aie not accepted by 
these banks. 

In conclusion, it may be said that the position is not 
at all satisfactory, and efforts must be made by all the par- 
ties concerned to improve it. . In this connection the feasi- 
bility of their forming a partnership on the German 
'Kommandit' system may also be t given due consideration. 
Under this system, a bank instead of opening a branch 
y/ould arrange with a banker to supply him with funds to 
an agreed amount over and -above his resources and local 
deposits, to divide profits in a pre-arranged manner, but in 
case of loss to hold him liable for the whole or a part of the 
loss. The lending bank while retaining the advantage of 
limited liability would erihst the support of the banker's 
local knowledge and connection. But this and other things 
can be made possible only by the improvement of the 
methods of working of the indigenous bankers themselves 
and their forming into strong and vociferous organisation 
which may put forward their claims to occupy the place 
in the Indian banking system to which they are entitled by 
their importance. In this w^iy alone, they will be able to 
draw the sympathies of the public, the state, the Reserve 
Bank of India and the Imperial Bank and other commer- 
cial banks. 

TEST QUESTIONS 

1. What do you understand by the terms ‘indigenous Bank- 
ing’ and 'Indigenous Bankers’? Can you differentiate between a 
money-lender and an indigenous banker ? Give a suitable defi- 
nition of the term 'indigenous Banker’. 

2. Give a short description of the various kinds of money- 
lenders usually met with in rural and urban areas. Which 
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of them do perform other hanking activities than that of 
lending money ? 

3. Write a short not" on the mvtho Is, systems and charges 
of the money-lender 1 , and indig> nous b takers, explaining the 
various terms used in this connection. 

4. Describe in brief the functions of mon’-y-letrlrrs and 
indigenous brokers and show their importance to the people. 

5. From what serious d-fects do muney-Vmders and indi- 
genous bankers sufbr? Explain them a*', clearly as you can. 

6. What arguments veer* advanced by the various Bank- 
ing Enquiry Committees with rtgard to th* licensing of 
money-lenders? Point oat diflerent views ns clearly ns 
you can. 

7. Gt\ e a r.hort description of the laws passed in various 
provinces with a vmvv to regulate money-lenders and their 
business and bring about the tendencies of the legislation in 
this connection. 

8. Give your suggestions for the improvement of the busi- 
ness of the. money-lenders and indigenous bankers What 
nd vantages do you think will accrue by their being linked with 
the Reserve Bank of India? 

9. Comment on the line adopted by the Reserve Bank 
of India in connection with the linking of the indigenous bankers 
with it. What should in your opinion be -the attitude of 
the Bank ? 

10. Write a short note on the relationship of the money- 
lenders and indigenous hankers with the Imperial Bank of India 
and other commercial banks. Give your suggestions for its 
improvement. 



CHAPTER XIV 


AGRICULTURAL FINANCE 

The problem of agricultural finance deserves special 
consideration, not only because of the importance of 
the agricultural industry to this country but also because 
of its special difficulties. There are certain important 
differences between agriculture and other productive in- 
dustries and these he at the root of agricultural finance. 
First of' all, the unit of production in agriculture being 
one man's concern, _f he credit available for it is limited 
tovthe resources of the individual or his family. The 
modern method of raising credit by subscription through 
the mechanism of joint stock enterprise is not accessible to 
it. The industrialist, truly speaking, capitalises the future, 
or raises money on estimated earning power. The agricul- 
turist, on the other hand, cannot do it. There is no com- 
mercial measure of his expectations in the eyes of the 
ordinary investor. - Under the circumstances, the only 
alternative left to him is to raise money by credit. Secondly, 
the apparatus of commercial banking is not available to 
him. His principal need is of fixed capital to finance the 
expansion or improvement, of his farm, and this involves 
long-term credit as it cannot possibly be repaid from the 
proceeds of a single crop or even of seveial crops. Land 
and other forms of real pioperty being the securities which 
can be offered for it, commercial banks do not accept them. 
They have to preserve the liquidity of their assets which is 
not possible under this form of investment. And finally, 
aguculture can hardly be described here to be piofitable. 
In the words of the Royal Commission on Agriculture it is 
more a mode of living than a profitable occupation. This 
involves further complications, and makes the repayment 
of debts absolutely impossible. To quote the Royal Com- 
mission again, ‘the agriculturists are born in debt, live in 
debt and die in debt passing on the burden to those who 
follow them.’ The total debt of the peasantry as has-aiready 
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been said, cannot be less than Rs. 1,200 crores in any case 
at present 1 and there is a question of its repayment also.? 
Broadly speaking, the credit needs of the agriculturists can 
be classified into (a) short-term, ( b ) intermediate, and 
(c) long-term. We shall now examine their problems and 
methods of solution. 

{a) SHORT-TERM* CREDIT NEEDS 

Short-term credit needs of the agriculturists in India 
include all that they requue for incurring current expenses 
of cultivation such as the cost of seeds, cost of labour, 
maintenance of their family during the period they harvest 
the crop 'and market it, as also other current expenses in 
the form of payments of land revenue, rent and interest on 
short-term capital. Normally assuming an economic holder, 
the cultivator expects to repay it at the end of the harvest 
when he receives the full value of the crop. This takes 
about nine months. There are some writers who include 
in this the expenses of marketing and movement of crops 
also. But it will serve the marketing interests of the 
agriculturists in a more effective manner, if it can be avail- 
able foi a longer period, say not exceeding three years, in 
which case it becomes an intermediate credit. Here, in 
this country, the bulk of the agricultural produce finds its 
market internally In the majority of cases, the cultivator 
is forced to sell the whole produce at an unfavourable 
price, because of his poverty and inability to hold on for 
better prices. If he is supplied with finance, he may wait 
and not dispose of the stuff all at the same time and thus 
depress prices. 

We may examine how the existing credit agencies 
finance the short-term needs of the agriculturists. In this 
connection, however, it may be said that the various credit 
N agencies financing the agriculturists here do not usually 
• make distinction between different needs. There are, of 
course, certain exceptions, which we shall discuss in due 
course. 


■'ll is said that some of the debt has been paid up during 
war period. 
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Reserve Bank of India 

Since 1(1.13, there is first of ait the Reserve Bank of 
India, It has hc.en authorised to finance agriculture in the 
following ways : — 

(a) Loans or advances again 1 -! Government papers or 
approved debentures of recognised land mortgage banks, 
which are declared trustee securities and winch are readily 
marketable for nmctv dn\ s io provincial co-operative banks 
and central land moitgage bank- declared to be provincial 
co-operative banks and thtough them to co-operative central 
banks and primary land mot t gage banks. 

r (b) Advances to provincial co-operative banks for ninety 
days against promissotv note-, of central co-operative bank’s 
and drawn for financing seasonal agricultural opeintions, 
or re-discount of such promissory notes maturing within 
nine months, 

(c) Loans and advances not exceeding ninety days to 
provincial co-operative banks against promissory notes of 
approved co-operative mat lading or warehousing societies 
endorsed by provincial co-operative banks and drawn for the 
marketing ot crops or re-di -.count of such promissory nobs 
maturing within nine months, or loins and advances’ on the 
promissory notes of provincial co-operative bank- supported 
by warehouse receipts or pledge of goods against winch a 
cash credit or overdraft iins been granted by the provincial 
co-operative bank to marketing 01 warehousing societies. 

Loans and advances required to be icpatd within ninety 
days cannot help actual agricultural operations in any 
large measure. They may be used by the provincial co- 
operative banks or centra! land mortgage banks declared 
to be provincial co-operative banks only for meeting tem- 
porary shortage of their own funds provided they are stne 
of being replenished within this period. From tins it is 
obvious that tiiev .cannot look to the Reserve Bank for the 
supply of normal agricultural ciedit. On the contrary, they 
may expect help only m cases of emergency. But there is 
also a provision for the t e-discounting of the promissory 
notes of central co-operative banks and drawn for financing 
seasonal agricultural operations or of the approved co-opeia- 
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tive marketing or warehousing societies, and in both 
cases maturing within nine months bj r the provincial co- 
operative banks. This is no doubt a bit helpful, though as 
far as the promissory notes of the co-operative marketing or 
warehousing societies are concerned they cannot arise in 
any large number because, as we know, there are very few 
co-operative marketing or warehousing societies in this 
country. From all this it is clear that the Reserve Bank 
recognises only provincial banks and not central banks for 
giving accommodation. We know that the agriculturists 
obtain credit from primary societies which look to central 
banks. As the Reserve Bank grants credit only to the pro- 
vincial banks, the central banks, must obtain funds from 
them. This is really a very round about process and hence 
it is being suggested that the Reserve Bank should deal 
directly with such central banks as conform to a particular 
standard. t 

Imperial Bank of India and other Commercial Banks 

Then, there are the Imperial Bank of India and other 
commercial banks. The former provides the provincial 
banks and central banks with cash credits and overdrafts 
on the security of the promissory notes of the central banks 
in tbe former and primary societies in the latter case. It has 
been reducing such advances in recent years, as the pro- 
missory notes being backed by land, are not regarded to be 
a good form of security Again,' it finances agriculture to 
? some extent through the indigenous bankers who sometimes 
discount their hundis with it or obtain advances on the 
pledge of the produce. In the term other commercial banks 
are included the joint stock banks of the country. They 
carry on almost the same business as the Imperial Bank. 
Some of them also make advances to land-lords on the 
security of their landed property. 

, Credit Co-operative Societies 

This brings us to credit co-operative societies. They 
originated in their present form for the first time in Ger- 
many Tn 1819. 1 Fredrick .William Raiffeisen and Fritz 
Hermann Schulze Delitzsch were the founders of the two 
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systems of co-operative credit now mi vogue. They arc 
known as Raiffeisen systemiand Schulze Dehtzsch system 
respectively. In the former case, a number of farmers 
residing in the same neighbourhood or locality combine 
together on a voluntary basis and form a society for the 
purposes of mutual help. Liability of each member is limit- 
ed. The society obtains funds from deposits, entrance fees 
and sometimes contribution of capital from the members, 
and borrowings, and these are advanced to members accord- 
ing to their means and requirements. Their management is 
mostly honorary, except the clerical staff which is on paid 
salary. By common consent the more intelligent from 
amongst the members are allowed to carry on the chief 
executive and superintending work. In the case of Schulze 
Dehtzsch societies, a number of artisans residing m a town 
and working on their own account combine together and 
form the society. They raise a capital of guarantee by oblig- 
ing each member to take up one share and one only, which 
is of large value. This sum is received in instalments spread 
over a convenient period, the object being to commit every 
member to a long course of saving. It also raises money by 
deposits and borrowings, and the '"amount of these is usually 
large, as they get it on the basis of their actual capital, ana 
unlimited liability of members — no doubt m some cases the 
liability is limited also. The funds of the society are 
advanced as loan to members. The management receives 
remuneration and the profits are either divided or accumula- 
ted as reserves. In short, the characteristics of the two 
types of societies may be given on comparative basis as ' 
below : — 

Raiffeisen Society Scltulze-Delitzsch 

1. Limited area of opera- L Wide area of opera- 
tion. lion. 

2. Lack of share capital. 2. Existence of capital. 

In case however, it is deci- 
ded to have a share capital, 

it is very small. 

3. Unlimited liability. 3, In some cases limited 

liability. 
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4. Loans are not issued 
to those who are not mem- 
bers 

5. Loans are given most!)’ 
lor productive purposes. 


4. Loans may be issued 
to non-members also. 


5. Loans may be given 
for unproductive purposes 
also. 

ti Divisibility of profits. 
7. Management paid. 

India. Co-operation was 


6. Indivisibility of profits. 

7. Management honorary. 

History of Co-operation hi wuunauuu was 

-officially set up in India in 1904, though attempts had been 
•made in earlier years also- The first suggestion in this 
connection came from Sir William Wedderburn and justice 
Ranade. This was tuined down by the Secretary of State 
m spite of its acceptance by the Government of India. Next, 
oir t* rederick Nicholson submitted his “Report on Land and 
Agricultural Banks' to the Government of Madras in 1892 
and recommended the establishment of the Raiffeisen type 
« societies But this was also not brought into action. 

ater, Mr. Dupernex of the United Provinces Civil Service 
made attempts and these bore some fruits also as certain 
societies were established in the United Provinces, Bengal 1 
and the Punjab. Finally, in 1901, Lord Curcon's Govern- 
^ni t tpH PP ? ed a coram >ttee and its recommendations 
bes Act of loo! 6 ™ 0 01601 ° f the Co '°P erative Credlt Socie- 

snr3f,P=: A ^ t i raad c e pro y isi ? ns for the formation of credit 
than on „rh y ' S ? e , Cial em P hasis was laid on rural rather 
Demons fmm n, edlt societ lf v According to them, any ten 
?nb°or laJE {he .f me village or town or of the same 
operative rrid t d a PP >' t0 form themselves into a co- 
were‘ aJnrMn,- ?? C !u y ‘ ", case ’ four - fif ths of the members 

otherufseTt !“ i u hlS was known as rural credit society, 
the Ra,ff^en t, Ur n n l he , ,orraer was to be modelled on 
The nower of ^ f" d dl6 at t er on the Schulze Delitzsch., 

S s 'Se'fS, f atS.T c, ' on ’ i,ud, ‘ “ d 

was T soo P n 0 fo?nd 0f tn th o f ovem ^t was remarkable and it 
tound to outgrow the scope of the 1M04. Art 

defects oH^A-clof S 

me Act ot 1J04 and provided for the registration 
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of societies for purposes other than credit also, -It substi- 
tuted a scientific classification of societies based on the 
nature of the liability for the .ubitrary one, viz , rural and 
urban. Finally, it lecogmml tbe central and provincial 
co-operative banks as well, and thus made provision for 
tbe building up of a powerful structure from the bottom to 
^he top. it may be remarked that in spite ol the removal of 
the limitations bn tbe formation of non-credit co-operative 
societies by the Act of 1012, the prepondermg element m 
Indian co-operation is still credit. 

In HU4, the Maciagan Committee on Co-operation was 
appointed. It submitted its report next year. This led to 
the re-organisation and overhauling ot the administration of 
co-operative societies. Those iiulficient were eliminated. 
Punctuality in repayment was m-ii&tcd upon and the non- 
official share began to increase. 

The reforms of IP It* made co-operation a transfeired 
provincial subject and the ministers in charge of it evinced 
a keen interest and immediately a numbei of new societies 
were formed all over tbe countiy. Various piovmcial com- 
mittees have also been appointed since then, and they have 
brought the whole question to the forefront. The Statutory 
Report of the Reset ve Bank of India abo thiows a good deal 
of light on the present movement and gives valuable sugges- 
tions for its ic-organbation. 

Present Position of the Credit Co operative Movement 

in the Os' ,c/y The credit co-operative movement in India 

embraces (a) Primary credit co-operative societies, (6) 
Central co-operative banks, and ( c ) Provincial co-operative 
bank?, at present. There is also the possibility of an Apex 
All-India Co-operative Bank, though it lias not been started 
so far. 

Primary credit co-operative societies are both rural and 
urban. Their number is approximately lj lakh and Lb, 000 
respectively. The funds of n'rutal credit co-operative society 
are raised from entrance fees, share capital, deposits or loans 
from non-membets, loans from central and provincial banks 
and Government, and the reserve fund. The aggregate 
amount is by no means negligible. It amounted to 
Rs. 121,14,32,000 at the end of 1012-13. The respective 
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figures are interesting : — 

Share capital ... ... R*. 35,70,70,000 

Rescue nd other funds .v. Rs. 19,02,23,000 

Deposits ... ... Rs. ~ 7S, 15,39,000 

Loans and Borrowings of land 

Mortgage Banks ... ... Rs. 7,05,91,000 

Total working capital ... Rs. 121,14,32,000 ^ 

They show that these institutions work with about 
Rs 50 crores of their own capital (including members^ 
deposits also) as against their borrowed capital of about 
Rs. 05 crores. This is 17 per cent and has been steadily 
increasing. 

Central co-operative banks are mostly located in the 
district headquarters. Their number is approximately GOO. 
The functions of these banks is not only to supply the 
required capital to the primary societies but also to make 
the surplus resources of some societies available for other 
societies suffering from a deficiency of funds and to provide 
proper guidance and inspection over them. They are formed 
of primary societies and individual members as well and 
draw funds frouy(u) share capital, ( b ) reserve, (c) deposits,* 
and (d) loans. / 

Piovincial co-operative banks are found at present in 
India in all the major provinces and some of the states. In 
a large majority of them, the constitution is a raised one. 
that is, both in the general body of the banks and in the 
direc torate, there arc individual shareholders as well as 
representalires of co-operative societies and central banks. 
Their working capital is derived from (rr) shades, (b) reserve 
and other funds, (c) deposits and loans from individuals, 
societies, provincial and cential banks, and Government. 

Its progress has not been uniform in all the provinces. 
Bengal, the Punjab and Madras have the largest number 
of societies, while the other major provinces like Bombay', 
Bihar, the United Provinces, the Central Provinces and 
Assam are backward. The total number of members of 
primary’ societies stood in 1943 at 69 12 lakhs. Taking the 
normal family at a little under 5, it is clear that about 3); 
crores of the people of India are being served by this move- 
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ment. In fact, there is no other agency in the country which 
affects so many people. 

The Main" Defects of the Movement. The success or 
otherwise of a credit co-operative society depends upon 
the promptness of repayment of loans by members. These 
are only short-term and must be repaid as soon as 
the harvest is reaped and the produce is sold. But this is 
not the case in India. Here, the overdue loans in agricul- 
tural societies amounted to Rs. 10,41Jakhs in 1940-41. This is 
34 per ceht of the aggregate working’ capital."' Taking the 
percentage of the total advances made to individuals which 

amounted to Rs. 22.50 it was 46. 

* \ 

Most of the members of these societies do not under- 
stand the aims and objects of the movement. They are 
quite ignorant of the liabilities which the membership 
imposes and the rights it confers. They have not learnt 
from it the lesson of thrift and prudence. Besides, a co- 
operative society has also got to improve matters in spheres 
other than finance, e.g„ better living, better farming, market- 
ing, education, etc. 

There are certain defects in the 'working of the central 
and provincial banks as well. In recent years, in the cases 
of central banks, the number of the societies affiliated to 
them has very much increased. The Statutory Report of 
the Reserve Bank mentions the case of one of them which 
dealt with as many as bSCLsocieties. ‘Where such large 
expansion has taken place, the work has become unwieldy 
and the co-operative character of the bank tends to becom a 
slender.’ Neither the central banks nor the provincial banks 
have done iheir duty towards the primary societies. They 
have so far confined themselves only to their financing. 
Their duty is also to interest themselves in all activities 
calculated to tone up, consolidate and expand the move- 
ment. Besides, thfeir own position is not very sound. In 
many cases,' their resources are not so fluid as they ought 
to be. Then, they do not maintain sufficient margin 
between their borrowing and lending rates with a view not 
only to meet expenses but also to build up nice reserves. 

Suggestions for Improvement. Credit co-operative socie- 
ties should take up to the financing of only the short-term 
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needs of the agriculturists. /At the most they may ev 
teiul their activities to the 'financing of the intermediate 
term ‘needs' as well. They should, on no account, 
take up to the financing of the long-term needs also/ On 
the receipt of an application foi a loan by a 'credit 
cooperative society, the membeis of the executive must 
find out the purpose or purposes foi which it is requir- 
ed. ‘Further, it goes without saying that if the co-ODerative 
societies are to be worthy of their name and not to be mere 
substitutes fot the money-lender, they must see that the 
member borrows as far as possible for productive purposes 
and that loans for othei purposes which though not strictly 
productive are absolut< ly necessary, are reduced do . a 
minimum' Another thing, which is pei haps of the utmost 
importance is to take into consideration his repaving 
capacity. One of the most important functions of a credit 
co-operative society is also to see that the members do not 
live beyond their means Truly speaking, they have in the 
past violated this principle, and hence the accumulation of 
overdues In fact, it is not of so much importance as to 
what is the object of the loan as is the fact whether the 
borrower shall be able to repay it out of the harvest and 
in certain cases within a period not exceeding three years 
in any case 

Next, as has been, suggested m the Preliminary and 
Statutory Repoits of the Reserve Bank the question of pre- 
sent overdues must also be taken up. /It is no use to ‘let 
the things slide’ and continue granting extensions. ‘Where 
the question of overdues has become serious the co-opera- 
tive movement has ceased to function as an agency for 
the supply of agricultural credit and many whd are nomi- 
nally members of co-operative societies are being driven 
to have recourse to money-lenders. The overdues choke 
the flow of credit and must be tackled in a practical man- 
ner without delay.’ They should be brought dow r n by 
writing off the losses to an amount whose repayment may 
become possible within a reasonable period, say tw’enty 
years, and handed over to a land mortgage bank — an 
institution meant for the supply of long-term needs and 
whose study we shall make later on. In cases, the societies 
are not in a position to cover the losses, it must be A 
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as to what agency can best bear them. A bolder policy 
always pays in the long run. Something must be done 
to face the facts which are inevitable. 

These societies must in future work with adequate 
margins between the boi rowing and lending rates so that 
they may be able to build up large reserve funds. The 
difficulty in the writing off the losses, from out of the present 
oveidues, which cannot be repaid by the members even in 
easy instalments, is due to the fact that in past years, they 
did not work with sufficient margin and hence have failed 
to build up reserves which could have been utilised for this 
purpose. This does not in any way suggest that encourage- 
ment should be given for the accumulation of overdues in 
future also. It is only by way of an example. There can 
be thousands of ways for their utilization. In fact, this is 
one of the methods of strengthening the position of the 
societies. / 

Finally, the object of a society being to bring about 
an all lound development of its members, it must endeavour 
to deal with the whole life of the cultivator. In fact, the 
members must be made to understand the true significance 
of co-operation. It is not only with a view to supply 
them with credit that the principle has been introduced, 
its object is far wide and can be fulfilled only when the 
villages begin to lead a better life from all points <^f view. 
Their income should be increased, and farm 5 .) "d be 
made a lucrative occupation. Truly speaking, t. problem 
of rural finance cannot be solved without it. As one of the 
wnteis observes, ‘unless we bring about a rapid improve- 
ment in the agricultural production which can assure to an 
average cultivator, at the end of an year’s toil, a level of 
receipts which exceeds the total level ol outlay during the 
year and leaves a margin which enables him to lead a rea- 
sonably satisfactory life, we cannot be said to have achieved 
a permanent solution of the problem of agricultural finance.’ 

The central and provincial banks also need reform. 
In cases where the number of societies affiliated to a central 
bank has increased very much, a provision must be made 
for their grouping under taluqa unions. This will facilitate 
the supervision and control. Both the central banks and 

15 
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provincial banks must also re-organise themselves on strictly 
banking lines They must above all keep their lesources 
fluid. As in the case of primary societies, there is the ne- 
cessity in their case also, of maintaining a sufficient margin 
between their borrowing and lending rates. The present 
practice of carrying bad debts from year to year should as 
far as possible be avoided, and this can be done only by in- 
creasing their gross earnings. Finally, there is a need of 
the establishment of a closer contact between central banks 
and commercial banks. The former can make use of the 
latter for the investment of their surplus funds and obtain- 
ing from them credit on Government papers or otherwise. 
The latter can on their part utilise the former for the collec- 
tions of their bills in places where they have got no offices 
of their own. Such mutual dealings will result in benefits to 
both. 

Remittance Facilities Given by the Reserve Bank to Co- 
operahve Societies and Banks. The Reserve Bank of India, 
under its new scheme of Remittances in India and Burma 
introduced on October 1, 1940, charges the following con- 
cession rates from co-operative societies and banks : — 

Bpto Rs. 5,000 Over Rs. 5,000 

Rate Minimum Rate Minimum 

Per cent. Charge Per cent. Charge. 

Rs. a. ps. Rs. as. ps. 

1/16 0 4 0 1/32 . 3 2 0 

Money-lenders and Indigenous Bankers 

We have already looked to the part that is being played 
by the money-lenders and indigenous bankers in the 
finance of agriculture. This must continue for a very 
long time to be so because of their simple methods of busi- 
ness, personal touch with the borrowers, local knowledge 
and experience. They had, of course, been hit very 
hard m certain cases due to the general economic depres- 
sion of the thirties, the protection given to the agricul- 
turist borrowers, the growth of co-operative societies, the 
delay in the matter of awarding decrees, and the suspicion 
again s' the questionable practices of a few of them. But 
steps have recently been taken to improve them and there 
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is every possibility of their becoming more useful in near 
future. ' No programme for the solution of the pioblenv of 
agricultural finance and their improvement can be success- 
ful without the conciliation of the present debts of the 
agriculturists and its repayment. Five provinces viz,, 
Assam, Bengal, Central Pi ovinces, Madras and the Punjab 
have already passed Debt Conciliation Acts, which provide 
for the setting up of the Debt Conciliation Boatds by their 
respective provincial Governments. Their object is to 
attempt an amicable settlement of the outstanding dues by 
a voluntary agreement between the debtors and the credi- 
tors. Any debtor or creditor is allowed to apply to the 
Board for* relief according to provisions of Debt Concilia- 
tion Acts. On receipt of the application, the board requires 
the creditors and the debtors to submit their total claims 
on the one hand and the total assets on the other. The 
claims are also required to be substantiated by documents. 
When the information has been received, the board pro- 
ceeds to bring about a settlement of the dues of the debtor 
with his creditors. In case of an amicable settlement, a 
scheme for the payment of the decretal amounts in mstal. 
ments not exceeding 20 or 25 in number is dtawn- up. To 
provide inducement to the creditors to join in the scheme, 
certain disabilities have been imposed on them if they 
refuse to accept an offer held to be reasonable by the Con- 
ciliation Board. In such cases, the board issues a certificate 
to the debtor m respect of such debts, and the courts of law 
are authorised not to allow costs and to award interest at 
a rale not higher than 6 per cent m any subsequent legal 
proceedings brought forward by the creditor for its 
recovery. Creditois accepting the amicable settlement at 
the hands of the conciliation boards are given a priority of 
recovery of their settled amounts. The inducements for 
joining in a settlement and the disabilities resulting from 
a refusal to accept are not the same in every province. 
Besides, legal practitioners are allowed to appear before the 
Boards in some provinces like the Punjab, while C. P., 
Assam, Madras and Bengal exclude them. Again, C. P„ 
Assam and Bengal provide that in case the debtors fail to 
pay the instalments, the amounts due may be iccovered 
through the agency of the Land Revenue Department. The 
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scheme of debt conciliation can, however, become _ more 
successful if accompanied by immediate pay meat. This ns 
we shall see later on cm only be made possible by the 
establishment of the land mortgage b inks The figures of 
debt conciliation in varons provinces go to prove that the 
scheme lias b-.cn very pnpul ir. 

In certain cast', the debts have been compulsorily 
reduced under the provisions of the Agricultural Debtors' 
Relief Acts m the light of the fall of prices of agricultural 
produce. 

The provis'ons of simple Rural Insolvency Act should 
be applied most reasonably in the case of those debtors who 
hold uneconomic pieces’ of land and whose assets and 
repaying capacity do not justify the conclusion that they 
would be m a position to repav their debts even if they are 
seated dow n. 

After the conciliation and scaling down of the present- 
day agricultural indebtedness to the money-lenders and 
indigenous bankers and its payment or " cancellation 
in deserving cases and regulation of their methods of 
business, they can be m idc to play an important part 
in the agricultural finance. They cannot he regarded as 
being in a position of combining the three functions such 
as provision of short-term, intermediate and long-term 
finance, which belong by their very nature to ditterent 
specialised institutions. The utmost they may do is to 
combine the first two. Besides, provisions should be made 
to safeguard against the "Cultivators falling into indebted- 
ness again, and this can be made possible onlv by reducing 
the chances of granting them unlimited loans by the 
money-lendeis and indigenous bankers. The ’ll. P. 
Money-lenders’ Bill, 193H, provides that at any time in a 
single year no creditor can attach and sell more than one- 
fourth of the crop of an agricultural debtor, and the credi- 
tor in question cannot attach such one-fourth of the crop for 
a longer period than four years since the date of advance 
of the loan. It means a limitation on the lender’s loaning 
power to only four times the value of the standing crop, on 
the security of the crops. On the basis of the suggestions 
of the Calvert Committee, the approved money-lenders and. 
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indigenous bankers may also be given a prior cldim on 
the crop of the debtor reserved as security against their 
ad\ r ances. 


( b ) INTERMEDIATE CREDIT NEEDS 

Apart from help for meeting the expenses of cultivation, 
a cultivator requires intermediate credit facilities for pur- 
chasing cattle or bringing about usual recurring improve- 
ments in land. As has already been suggested, the finances 
required for better and profitable marketing of crops may 
also be included m it The amount borrowed for these 
purposes cannot -be expected to be repaid within a single 
year, and must necessarily be spread oyer 'a comparatively 
longer period, but in no case exceeding three and at 
the most five years. The mam security which a culti- 
vator offers for advances of this character is his movable 
wealth in the form of ornaments or existing cattle and his 
annual crop.. 

Existing Financing Agencies for Intermediate Credit 
Needs and Suggestions for their Improvement 

Most of the agencies financing short-term needs take up 
to the financing of the intermediate credit needs as well. 
Taking the marketing finance 2 first, it may be said that it 
begins from the time the produce is ready on the threshing 
floor. In certain cases, it begins earlier, e.g., when the 
cultivator takes an advance on the understanding that he 
•will sell his produce to the creditor who is, as we already 
know, either the village money-iender-cum-trader or some 
agent of the petty indigenous bankers. Neither of these, 
nor the cultivator is in a position to hold the stock on for 
better prices, and it finds its way to the big indigenous 
•banker in the town. He is either a bade or commission 
agent, and ultimately the burden of financing the purchase 
falls upon him. If he has already made an advance to 
the party from whom he buys, he makes only an entry 
in his books. In other cases, he has to pay in cash, no 
.doubt for the stock he holds on behalf of others in the 
capacity of a commission agent, he gets a part or the whole 


2 XJ. P. Banking Enquiry Committee Report- 
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in advance ; usually he gets a part and not the whole. Now, 
he wants accommodation from others, and it is available in 
the following ways : 

( L) Advances from Other Indigenous Bankers or Im- 
perial Bank and Joint Stock Banks. The amount and nature 
of these depend upon his good-will. In some cases he 
writes a promissory note, in others it is on the basis of a 
muddati bundi, in still others a current account is opened 
in his favour. If the advance is obtained on the basis of a 
muddati liundi from a fellow indigenous banker, this hundi 
is discounted with a commercial bank. 

(2) Advances for Storage, fie has produce stored in 
godowns which are transferred to the lender. If this 
financier is a fellow indigenous banker, he is content with 
the key. But in case it is Imperial Bank or a commercial 
bank, the bank puts on its o\\ n lock and signboard. 

. (3) Funds in Connection With the Movement of Goods. 

If he sells locally, the price is paid to him in cash, which 
may be done immediately or after some time depending 
upon the custom of the market. But if tne goods are to 
be sent out, he receives paj’ment either directly or more 
commonly draws a darsham hundi which may again be 
clean or supported b} a railway receipt. In the case of a 
clean hundi, the railway reefcipt is sent directly to the con- 
signee, and is made out in his name. In the case of a hundi 
supported by a railway receipt, however, it is handed over 
to a bank, and is made out in the name of the consigner 
who endorses it in favour of the bank which also purchases 
the hundi. 


From the above description, it is clear that there are 
certain defects in this system which must be remedied, 
r irst of all, the cultivator is Trot in a position to hold the 
stock for better paces. Co-operative societies can help 
mm by making advances and taking possession of the stock 
which they may sell gradually as the demand arises This 
„ th ® agriculturists not only to obtain better 

o mnrb a S ° 1° be r i‘ ,e \ e L d of the various inconveniences 
l® 3 ' 2t 1 in §* Secondly, there are storage difficulties. The 

'uresmaHpnf S h ‘ s t . stock <n earthen pots, m sacks, in enclo- 
ures made of matting, mud and wickerwork, or m under- 
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ground pits. In the market also, we have got these things 
differing only in size but not in kind. Hence, there is a 
good deal of loss from insects or rats, or underground damp. 
Improved methods cannot be adopted, due to heavy initial 
costs. The remedy lies in the establishment of independent 
warehouses which must be licensed. These will conform 
to certain conditions laid down bj j law in respect of such 
matters as sanitation, adulteration, grading and manage- 
ment. They will also be subject to Government inspection 
and supervision. The warehouse warrant would be .a 
negotiable instrument of title, ,and as such available as 
security against a loan, or to support a hundi. Thirdly 
most of the transactions are carried on cash basis and even 
in the case of credit, only book credit is used. There is a 
need of the introduction of muddati hundis. They will 
create negotiable instruments of an acceptable kind, which 
can be used as and expand the basis of, credit. Fourthly, 
darshani hundis are supported by railway receipts only in 
some cases. The extension of the practice will no doubt 
go a long way to facilitate their purchase and discount by 
the banks. __ / 

In some provinces their respective governments are 
taking an active part in the building of warehouses by 
advancing part expenses. The task may be successfully 
taken by the Reserve Bank of India through its Agricul- 
tural Credit Department in collaboration with the Imperial 
Council of Agricultural Research which ought to place all 
its scientific resources at the disposal of the Reserve Bank 
for tackling the problems of grading, storing against dam- 
ages, etc., involved* in warehousing. The expenses may 
be met out of the profits of the Issue Department. Their 
management will also be under its control. This would 
make their receipts first class credit instruments. 

As for financing other needs money-lenders and indigen- 
ous bankers may take upto them. They can easily combine 
the financing of intermediate credit needs along with short- 
term credit needs. 

LONG-TERM CREDIT NEEDS 

The Indian agriculturists require long-term credits for 
substantial periods, ranging from 20 to 30 years, for various 
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purposes, c g., repayment of previous debt belonging to both 
co-operative societies and money-lenders ; reclamation and 
improvement of land, including building of houses, sinking 
of wells, etc ; purchase of land ; and equipment of machi- 
nery and plant and construction of works like irrigation 
channels, etc. The need of the repayment of long debts of 
the co-operative societies and money-lenders with which 
the agriculturists are at present burdened has already been 
shown. There is a necessity of reclamation and improve- 
ment of land as well with a view to support the ever.increas- 
ing population. In certain areas, where there is no irrigation 
facility, wells must be sunk. There is also the necessity of 
building better houses for the farmers. In many cases, 
holdings are also very small. There is the need of the 
purchase of adjacent lands. Sometimes, there arises a need 
for the payment of money to the members of the family 
with a view to check further subdivision of land. Finally, 
with a consolidation of holdings and improvement of lands, 
necessity of better machinery and plant is also bound to 
arise. Now, loans contracted for these purposes cannot be 
paid within a short period. In fact, the advantages arising 
from them being of a permanent nature, is is but fair that 
their repayment should be spread over a long period 

Land Mortgage Banks ' 

There is a complete absence of any suitable agency 
for financing long-term needs of the agriculturists and 
hence they have been forced to borrow from the money r - 
lenders at high rates of interest and under numerous dis- 
advantageous conditions, which have in their turn imposed 
a chronic burden upon them. It has already been suggested 
that the old debts should be conciliated and considerably 
scaled down and repaid. The money-lenders, and indigen- 
ous bankers cannot provide for all the needs of the farmers. 
They should confine their operations only to short-term 
and intermediate credit needs. In the provision oL'ong-' 
term credit facilities, the state in various countries has 
taken an active part in providing its respective rural popula- 
tion with requisite land institutions. During recent years, 
land mortgage banks have been establised in various pro- 
vinces in this country as well, but their number is very 
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1 limited. In the year 1940-41, it was 252. The number of 
members was 1,05,280, share capital Rs, ‘44, 14, 130, debentures 
subscribed to by the public and the Government amounted 
to Rs. 302,54,188 and Rs. (3,62,572 respectively, deposits 
Rs. 15,20,427 reserve and other funds Rs. 13,86,370 and loans 
Rs. 3,22,35,248 and thus making up the whole working total 
to Rs. 7,04,73,035. Out of this, loans to individuals had been 
made to the extent of Rs 59,35,76 1 and to banks and societies 
to Rs. 54,71,749. The position is not at all satisfactory in 
view of the vast size of the country. 

There are three main types of such banks (?) those of 
strictly co-operative type, (ii) those of commercial type, and 
(Hi) those of quasi- co-operative type. A land mortgage 
bank of strictly co-operative type is an association of bor- 
rowers who raise credit by the issue of mortgage bonds 
bearing interest and made payable to bearer. The commer- 
cial type has a share capital, works for profit and declares 
dividend. A gwcsf-co-operative type of bank has a mixed 
membership of boirowers and non-borrowers, operating 
over fairly large areas and formed with share capital and 
on a limited liability basis 

In India, most of the banks are of the pi/asi-co-operative 
type as they admit to their membership a few non-borrdwing 
individuals for atti acting initial capital as well as business 
talent, organising capacity and business management. 

Madras leads in co-operative land, mortgage banks. 
About the year 1925, ten institutions founded on a limited 
liability basis with a share capital, and the borrowing power 
limited to a multiple of the paid-up capital, ordinarily 8 to 
10 times were started. They were authorised to issue deben- 
tures against mortgages given to them for obtaining loans. 
The Government also agreed to purchase debentures equal 
in value to which the public subscribed subject to a limit 
of Rs. 50,000 for one institution and Rs. 2$ lakhs for the 
whole Presidency. But most of the banks were not suc- 
cessful in selling the debentures to the public to any appre- 
ciable extent. Hence, on the recommendation of the 
Townsend Committee, a central land mortgage bank was 
established, and this became the financing and balancing 
centre for all other institutions. It centralised the debenture 
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issues, and came out to be very successful. The debentures 
met and are meeting with a ready response from the public 
and they are considered safe and secure investment even 
bv insurance companies, local boards and trusts. The Pre* 
sfdencv Government has guaranteed interest on all deben- 
tures " It has also lent it Rs. 15,000 as initial capital free of 
charge to be repaid in a course of few years. _ The expert 
staff of the Government has also been lent to it. The pri- 
mary mortgage banks transfer their mortgages to the 
central bank, and it issues debentures with a floating charge 
on all such mortgages. By the year 1940-41 the number of 
primary land mortgage banks had risen to 119. 

Then, there are land mortgage banks in various other 
provinces. In the year 1940-41, Punjab had 10, Bombay 18, 
Bengal 5 and Assam 4. Two of the Punjab banks operated 
over whole districts and the rest confined their operations 
to a single talisil. All these provinces excepting Madras 
have not got central banks, and in their absence they raise 
capital by issuing debentures directly. A central agency is 
a necessity in each province. The practice of these co- 
operative land mortgage banks vary widely in different 
parts of the country. In general, it "is found that in the 
majority of cases, the Government of respective province:, 
encourage actively in the growth of the land mortgage 
banks by guaranteeing the interest or capital or both of the 
debentures, and in some cases they even subscribe to them. 
They provide them with proper staff, audit and control 
as well. 

/ Land mortgage banks can be made more effective in 
.different ways First of_all,-the-practices prevailing among 
them should be unified. Next, a central bank is a necessity 
and hence it must be established m every’ province. In their 
absence, however, provincial co-operative banks may, on the 
lines of those of Bombay, Bengal and Punjab, be authorised 
to finance them through the issue of debentures. Thirdly, 
an alteration should be made m the Land Alienation A' - ts of 
different provinces with a view to confer free rights of 
transfer upon them. Fourthly, Government help will in the 
initial stages be required for their successful working, and 
nence it must be given unflinchingly. Finally, the Reserve 
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Bank of India can help them in various ways. So far it is 
prepared to {'rant loans and advances for periods not exceed- 
ing ninety days against Government securities in case of 
emergency only to those of the central land mortgage 
banks as may "be declared to be provincial co-operative 
banks. It is also prepared to buy their debentures or grant 
loan against them provided they are guaranteed bv Govern- 
ment both in tespect of principal anciiniciest ancf provided 
they are readily marketable. Besides', it keeps in close touch 
with their working and gives them the benefit of its advice 
whenever it is sought. It has also pi cpnrcd a note on their 
financing and circulated to the centtal land mortgage banks 
and the registrars of co-operative societies of the respective 
provinces. This contains very valuable suggestions regard- 
ing the improvement in the system followed by them in 
floating and retiring theit debentures. But much lias also 
been left undone. It may usefully undertake to float their 
debentures on their behalf. Being in close touch with the 
money market, it knows best the most suitable time and 
appropriate rate of interest for their floatation. It can also 
tap a widci source of power than an ordinary land moitgage 
institution. Us association with the floatation of the 
debentures will also impart them a stamp of greater security. 
It must have some control as well on the working of the land 
mortgage institutions. Their books should lemain open to 
its inspection and audit. It must also advise them with 
regard to their methods of business on safe and sound lines 
and cariy on periodical examinations of the loans given by 
them. Then, the question of valuation of tiie landed 
property is also of very much importance. The bank can 
supply the land mortgage banks with expert staff for tins 
purpose. 

The iand mortgage banks can only help cultivators. 
But there is also the question of financing other agricultural 
interest as well, c.g., the zamindars. Hitherto, they have 
borrowed mostly for unproductive put poses and at very high 
sates of inteiest from dilferent agencies. But they may be 
directed to borrow for productive purposes, e. g'., carrying on 
improvements in land m the methods of agriculture, and in 
such a case they should be assured of getting loans on low 
rates of interest. A mention was made of the loan offices of 
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Bengal in the first chapter. Both the Bengal Provincial 
Banking Enquiry Committee and the Central Banking 
Enquiry Committee, favoured some kind of control over 
them. At present there are numerous institutions of this 
type each with a small working capital. These must be 
amalgamated and retormed with a view to meet this demand 
A well-devised legislation is necessary to achieve this end 
Land mortgage banks on the joint stock principle con 
be evolved in other parts of the country as well for this 
purpose. 


AGRICULTURAL CREDIT DEPARTMENT OF THE RESERVE BANK 
Or INDIA AND ITS ACTIVITIES IN CONNECTION WITH 
THE AGRICULTURAL FINANCE 


Mention has several times been made of the Agricul- 
tural Credit Department of the Reserve Bank of India in 
this and the previous chapter. It will be useful to look 
to its \arious activities at tins stage in a co-ordinated form 
This department l^, in fact, dinded into three sections, viz, 
the Agricultural Credit, the Banking and the Statistical 
and Research. We arc concerned "here only with the 
activities of the agricultural credit section, those of others 
will be dealt with in other places. 


The activities of $he agricultural credit section 
are threefold. First of all, it studies all pioblems re- 
lating to ruial finance, with particular reference to 
co-operative and to legislation for the relief of rural 
indebtedness. Secondly, it keeps in close touch with the 
•co-operative movement through its officers who study on 
The spot its special features all over the country. The 
results are published in the form of bulletins. Thirdly it 
places its services at the disposal of the central and 'pro- 
vincial Governments, co-operative banks and other banking 
'Organisations which may happen to consult it on problems 
connected with agncultuial credit. P 


Mention has already b-en made of the issue of a 

Kr rV Rep °? and 3 Statutoiy Report in fulfilment 

sLtinn ?- U1 n^ e ^ ,L mp0 r Se . d u P 0n tile Reserve Bank, vide 

scheme fn °r \ he Act , - These alon g with the draft 
heme for the linking of indigenous bankers with the 
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Bank were all prepared by this section. The credit of the 
publication of several bulletins as well, c g., report on the 
Banking Union at Kochnar, co-operative village banks,, 
recent developments m the co-opeiative movement in 
Burma with suggestions for their applicability to India,, 
co-operation in Panjawar, a village in the Una Tahsil of 
the Hoshiatpur district, Punjab, also goes to it. As has 
already been pointed out elsewhere vauous Acts passed by 
the Provincial Legislatures with regard to moneylenders 
and their business were also based on the suggestions 
contained in the two reports, issued by it. The reduction 
of the stamp duty on bills also as has already been said 
previously was bi ought about due to its efforts. 

But this is not all that this section can do. Develop- 
ment of bill matket is a necessity to the country. So far 
the Bank charges the same rate for its loans and dis- 
counting. This section should impress upon it the neces- 
sity of charging a slightly higher rate for its loans than 
for discounting. It should also impress upon it the neces- 
sity of. encouraging the shroffs and other urban credit 
agencies by various means to finance the village bankers 
by means of usance bills. In case of financing the culti- 
vators as well, the village bankers can be made to adopt 
the system of drawing such bills with dates of maturity 
approximately coinciding with the probable date on which 
the harvest would be sold, because they can only meet 
their bills with the proceed of the '-ak-o. The bank like 
all other central banks has also got the powei of carrying 
on open market operations, i.e., direct dealings with those 
actually engaged in trade and industry in cases of emer- 
gency. But this section shall have to impress upon it the 
necessity of carrying on such operations through direct 
purchase, sale and discount of bills at least during the first 
few years, more freely and more as its normal power than 
emergency. For fostering the bill habit among the Indian 
population, it should have direct relations with the ruial 
credit agencies, e.g., money-lenders, indigenous bankers, co- 
operative societies and cential banks and land mortgage 
institutions. Next, this section should maintain staff for 
audit and valuation m the light of the suggestions already 
made. This will bring about efficiency in the \Vorking of 
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both co-operative and land mortgage banks. Thirdly, it 
should get the Bank Act so amended as to bring the 
co-operative banks of the Native States of the country as 
well within its scope. At present they remain outside it. 
Fourthly, iL should study the problems of the Loan Oflices 
of Bengal and Nidhis and Chit Funds of Madras and take 
steps to reform their working with a view to make them 
more useful credit agencies. Fifthly, it should impress 
upon the bank, as has already been suggested, the necessity 
of dealing directly with those of the central co-opeiative 
banks as well which have reached a high standard of bank- 
ing. Finally, it must establish warehouses on the lines 
suggested in connection with the marketing finance. By 
doing all these things the section will prove to be of immense 
benefit in solving the problem of agricultural finance. 

GOVERNMENT AS AN AGRICULTURAL CREDIT 
SUPPLYING AGENCY 

As an agricultural credit supplying agency. Govern- 
ment operates under the Agriculturists Loans Act and the 
Improvement Loans Act. In common language, the money 
advanced by this agency goes by the name of taqavv. The 
total amount distributed in normal years does not exceed 
several lakhs in each province. In the years of distress, 
however, sometimes it rises to about a crore or two. Taqavi 
is both short-term and long-term. Short-term taqavi is 
distributed generally for purchase of seed and cattle and is 
recoverable from the produce of the harvest'for which it is 
given. Long-term taqavi is meant, on the other hand, to 
finance permanent improvements, and is repayable by instal- 
ments spreading over a number of years. Usually long- 
term taqavi is not easily available. Sometimes short-term 
taqavi takes the form of seeds as well. The distribution of 
taqavi is much appreciated whenever a calamity occurs, 
but in ordinary times the cultivator prefers to borrow from 
the money-lender than from the Government, in spite of 
his higher rate of interest. This is surely due to the defects 
in the distribution of taqavi. It is preceded by enquiries 
v. Inch are made by the lower staff consisting of patwaris 
and qanungos. Their recommendations do not generally 
bear relation to facts. The result is that taqavi goes not to 
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the needy but to one ‘who possesses or purchases the pat- 
waris’ good-will/ The distributing centres being very 
few, the peasant has to waste precious time on the road. 
He has to wait very often for days at the distributing centre. 
All these things mean expenses. Besides, it is seldom 
distributed in time, and above all the amount allotted to 
ithe individuals falls short of the need. The methods of its 
collection are also very hai-sh. The remedy for all these 
evils lies in its distribution through co-operative societies. 
In fact, the Government cannot take up to this task very 
efficiently. 

TEST QUESTIONS 

1. What are the special difficulties of agricultural finance' 1 
Classify agriculturists’ demands and explain each of your classi- 
fication as clearly as you can. 

2. What are the ways m which agricultural credit is made 
available by the Reserve Bank of India ? Point out the defects 
from which it suffers. 

3. What part Imperial Bank of India and other commercial 
banks play in the financing of agriculture ? Explain it. 

4. What do you understand by a credit co-operative society ? 
Point out the distinguishing features of the two types usually 
found. 

5. Give a short history of co-operative movement in this 
country. What is its present position ? 

6. What are the sources from which credit co-operative 
societies and banks draw their funds ? In what ways do they 
utilise it ? 

7. What are the defects in the present-day co-opera- 
tive movement in this country ? Suggest measures to remedy 
them. 

8. Suggest a scheme by which money-lenders may be able 
to play a better part m the financing of short-term need of the 
agriculturists. In this connection explain the working and use- 
fulness of the Conciliation Boards. 

9. What is the usual way in which agricultural market- 
ing is financed in India ? Give your suggestions to improve it. 
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10 Show the need of the establishment of land mortgage 
banks all over India. In what ways they can be made more 
effective ? 

11. What are the activities of the Agricultural Credii 

Department of the Reserve Bank of India in connection wit! 
the agriculture and how can it serve the country better ? Ir 
this connection also point out the matters it should bnn^ 
up before the Bank with a view to develop bill habit ir 
the country. «• 

12. What do you understand by the ‘taqavi’ ? What are the 
defects with which its distribution suffers? Is it possible to 
improve it in any way ? 



CHAPTER XV 

INDUSTRIAL FINANCE 

The question of industrial finance is as important to 
the development of industries as anything else, and the fact 
that it has been neglected so far in this country goes to 
prove that the need for rapid industrialisation has not been 
sufficiently realised here. Whenever we talk of produc- 
tion, we give our attention to the pi oducts of agriculture, 
and the result is that our industries have been relegated 
to the background. Even during the period of World 
War II nothing substantial was done. The Government of 
India, on its outbreak started a Board of Scienliuc and 
Industrial Research, and since then though a huge sum lias 
been spent on it, no active step has been taken towards estab- 
lishing any industry. Whatever researches are being made, 
they relate to small scale chemical industries like drugs, 
plastics, glass-paste-board and the like. Heavy industries 
are out of consideration, whether belonging to the engineer- 
ing group or even chemical. Under the circumstances, it is 
not surprising that Indians ascribe it ito the influence of the 
British manufacturers and trader^ who are always out 
to safeguard their interests by all possible means. This 
also explains the cause of the Government's anxiety to 
solve the problems of agricultural finance rather than those 
of the industrial. The Congress attitude is also not encour- 
aging. Whatever steps it took during its short regime in 
provinces were concerning the agricultural finance. And 
even now, whenever our leaders talk of industries, they talk 
of only cottage industries and not of factory industries. 
But the plan of, the economic development of India 
recently prepared by eight industrialists of the country has 
given sufficient whietage to large scale industries and this 
may augur well for future. 

REQUIREMENTS OF INDUSTRIES 

Broadly speaking, an organised industry requires the 
16 
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same forms of credit ns agriculture, r is., short-term, infer- 
mediate, and long-term. The ‘•hort-teim credit is required 
foi the purchase of i.iiv material and stores for expend 
incidental to the maiketing of^ products and for providing 
the ncce^ary funds for paying wages and meeting day to 
day requirements. The intermediate credit is also required 
fot any or all of the above purposes, m certain case*; for 
periods. varying from one to five years. The long-term credit 
is required for purchasing land, erecting factory buildings 
and installing plant and machinery in the beginning and 
later on for extension and re-organisation. It is also known 
as block capital. The relative proportion between long-term 
and short-term credits or block and working capitals respec- 
tively depends upon the nature ot a particular industry. 
The more round-about, and complex the process of produc- 
tion, the greater must be the proportion of the former to 
the latter. In such organised industries as jute, cotton, iron 
and steel, hydro-electric and mining, the proportion of the 
block capital is very large. In others, c g., drugs, plastics, 
glass, paste-boards, and specially the cottage industries, the 
opposite is the case In short, this depends upon the value 
of the output and the average length of time occupied by the 
productive process. There may be other circumstance; 
as well, c.g. , the methods of buying raw materials and 
effecting sales, and those of the payment of the prices 
As we shall sec presently, the larger is the proporlior 
of the long-term capital the greater is the difficulty o 
financing it. 

PRESENT SITUATION IN INDIA 
The present situation in India is far from satisfactory 
It is a tradition, particularly of the British commercia 
banks not to take up the financing of the long-term needs 
They have sepai ate institutions for this purpose, c.g., the 
Securities Management Trust, and the Bankers’ Industrial 
Department Company. In this country also, follow ing upor 
the practice of Great Britain, the establishment of purely 
industrial banks has so often been lecommended. The firs' 
attempt was, as has already been observed elsewheie, madi 
m mr by the floatation of the Tata Industrial Bank. X< 
dount, it could not survive for long, but modelled on 1 
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several banks were started, and of these, the Industrial Bank 
of Western India, the Karnani Industrial Bank, the Raikut 
Industrial Bank, the Simla Banking and Industrial Com- 
pany, ‘‘the Laxmi Industrial Bank, and certain others in 
native states, have been doing considerably good work. But 
It may be pointed out that they lack in the forceful initia-' 
tive, untiring perseverance. ..of - knowledge - and. organising 
ab^ity which. are the marked characteristics of the banks In 
foreign countries. ' Taking into consideration the vast area 
of IHe country, their number too is very small. Next, the 
Industrial Commission 1918 had also recommended the 
establishment of industrial banks working on approved lines 
and helped by the Government. But it was onlyvjn J.936 
that the U. P. Government decided to accept' the recom- 
mendations of the Industrial Finance Committee suggesting 
the formation.of an Industrial Credit^Bank to give long 
and short-term credit facilities to major and minor indus- 
tries and also for the establishment of new enterprises on 
the security of both fixed and floating assets, bills of 
lading, etc to encourage the purchase of machinery, etc. 
A year later in 1&3Z, the Bengal Government assisted in 
the establishment of an Industrial Chedit Corporation to 
provide financial accommodation to small industries in 
Bengal, while in 1940, similar proposal was put forward 
by the Bombay Economic Board. As far as Imperial Bank 
and other commercial banks are concerned, it may be said 
that they do pot take up the financing of long-term needs 
— whatever help they give is concerning the short-term 
and at the most intermediate needs, and to this, we shall 
look in due course. 

Under the circumstances, the long-term capital is 
derived in this country mainly from three sources. The 
most important of these in the earliest stages of the deve- 
lopment of our industry was and .to a very great extent 
even no\v is that subscribed to privately, on a family basis 
or from friends. The managing agency .system onginated 
jn and is closely commoted wuh this fact. Next is the 
collection in certain important places by means of deposits 
which aie generally fixed. The last is by means of issuing 
shares ana debentures directly to the investor through 
prospectuses, etc. 
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Managing Agency System 

Taking the first, it may be said that there are indivi- 
duals or firms who, possessing strong financial resources, 
carry out the preliminary work in connection with the 
starting of new concerns, promote them, act as their 
financiers or guarantors, and generally manage them. The 
main functions of these managing agents as they are 
called, may be summarised as follows : — 

/\l) They act as company promoters. "There is no 
doubt that one of the factors on which the success of an 
industrial unit depends is the careful planning of the 
scheme, and its launching under favourable conditions. 
This requires great constructive ability on the part of the 
organizer. Modern industry in India owed its development 
primarily to two classes of people. British merchants who 
had come out to represent British trading firms, and the 
cotton merchants of Bombay, and, later on, of Ahmeda- 
tiad and other centres. These directly or indirectly, were 
responsible for much of tiie development that has occur- 
red. 1 The names of Messrs. Tata Sons & Co., Andrew 
Yule & Co, Kcttlewell Bullen & Co., Currimbhoi 
Ebrahim and Sons, Ltd., Birla Bros. Ltd., Shaw Wallace 
& Co., Nowrosjee Wadia & Sons, C. N. Wadia & Co., 
Bird & Co , Martin & Co., etc. may be mentioned. ' Some 
of them have the credit of promoting more than a dozen 
concerns. 

(2) They act as under-writers of the shares of new 
concerns. In foreign countries, * this work is performed 
by a special class of under-writers or industrial or com- 
mercial banks. In the absence of these, this work is 
performed here by the managing agents. A number of 
companies would have not been able to commence busi- 
ness, were their shares not under-written in this country by 
this class of people. When the shares of a newly floated 
concern are issued and the fact of their having been under- 
written by a firm of reliable managing agents is mentioned 
in the prospectus, it inspires confidence in the investors. 
If they are not subscribed to by the public in full, the 

1 Industrial Organization in India — P. S. Loknathan. 
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residue is taken up by the managing agents. 

(3) They act as managers of these concerns and in 
many cases their wide experience has resulted in efficiency. 
But there are also the cases of inefficient management. 
Their rights being in the past heritable, in the course 
of time it passed into the hands of inefficient persons. 
They could also be sold and transferred. Both these things 
have been now prohibited by the Indian Companies Amend- 
ment Act, 1936. In many cases, they being not directly 
interested in the fixed capitals of the concerns managed by 
them the interests of the shareholders are apt to be ignored 
and even harmed. Finally, the management becomes in- 
efficient also due to the employment of their relatives and 
friends in the undertakings even if they are not worthy 
of the same. 

(4) They establish a contact between banking and 
industry. 'The Imperial 'Bank of' India Act of 1920 " pro- 
inbits" the baTrirp'irO'm' discounting or advancing on the 
security of any negotiable instrument of any individual or 
partnership firm payable at the town or place where it is 
presented for discount, which does not carry with it the 
several responsibilities of at least two poisons or firms 
unconnected with each other in general partnership.' This 
has led to the practice of getting the signature of the 
managing agents on notes of hand in addition to the signa- 
ture of a Director of the company who signs on its behalf. 
Although other banks have not to work under the same 
restrictions, they have more or less followed the lead of 
the Imperial Bank in this matter and have been unwilling 
to advance money on the security of the assets of a limited 
concern unless it is backed by the personal security of the 
agents themselves. 'In many case's even when credit is 
allowed on the hypothecation of goods the signature of the 
managing agents is insisted upon. 

(5) They act as financiers of the industrial concerns as 
well. Due to the lack of the habit of subscribing to the 
shares of the companies in this country, they are in most 
cases undercapitalised and depend on borrowings. We 
have already seen that the managing agents have to put 
their signatures for the advances secured by them from the 
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banks. But in addition to this, they have also go 
them out of their own resources. . , ,, f 

It has already been pointed out in clause ( ) 
management sometimes becomes inefficient. J i 
of the same have, however, been reduced by the P r 
of the inheritance and transfer of the rights of m 8 
agencv under the Indian Companies Amendment > * • 
But the system suffers from a further disadvantage, 
that it has created a divorce between banking and 1 •> 

and failed to secure a proper co-ordination betv , 
total available savings of the public on the one han > 
the industrial schemes and organising ability aval 3 
the country on the other. The dual existence-of the sy 
and the banks has retarded industrial progress.- The a S 
tend icfwork' in a' groove, their outlook on industry bee 
conservative, and they do not give sufficient attenti 
new industrial schemes. As they do not organise 
selves into associations for active co-operation in the pro 
tion of industry', they cannot command the services 
technical and economic experts that are necessary’ tor 
termining the soundness, practicability and prontablen 
of new industrial schemes. Moreover as their financi 
resources are limited, they cannot promote an adequa 
number of new concerns even in the protected and u 
doubtedly profitable branches of production. In any ,P se ’ 
they cannot have that close touch with the investing public, 
which banks can possess, so that they’ cannot float or under- 
write industrial issues readily, or to a considerable extent. 
The system may work without much financial difficulty in 
a period of prosperity’, but the above drawbacks become 
prominent wffien the system comes up against a period oi 
depression. When the managing agents have to find more 
money during such a period to support their concerns they 
are often unable to do so. As has happened in many cases, 
when some concerns fall m difficulty, others belonging to 
the same managing agency are also affected thereby. The 
Indian Companies Amendment Act (19.16) has improved 
the situation by laying down that no company managed 
by a managing agent can give any loan to or “guarantee 
any’ loan made to or purchase shares or debentures of any 
other company managed by the same managing agent. 
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There is, however, no ban on the purchase of shares or 
debentures by a company tf it is an investment company. 
Again, they caiy also 'be purchased, if the same is approved 
by a unanimous decision of the board of directors of the 
purchasing company. But it is inevitable that the weak- 
ness of some concerns should react on others. Finally, as 
in Bombay, there is enormous speculation in the shares of 
cotton mill companies which the managing agency system, 
has brought about. It so happens that the managing agents 
control a majority of shares of the companies under their 
management from their start. But there is always a small 
group of persons who want to drive out the managing agents 
to get their control and whenever they learn of any weak- 
ness in their position, they biing about a considerable 
speculation in the shares of the concerns. In short, ‘they 
are always ready to take the initiative at the first touch of 
adversity, and it is the existence of this element that supplies 
the key to the cornering of cotton mill shares in Bombay. 
Had the mills been less dependent on managing agents for 
their finance, such situation tvould not be possible, and the 
losses to investors owing to the enormous fluctuations 
brought about by speculation would have been avoided.’ 

We have already discussed some of the provisions 
provided in the Indian Companies Amendment Act, 1D36, 
with a view to remove the defects of the managing agency 
system. But there are several others. All these may, theie- 
fore, be recapitulated here. 

(1) No managing agent can, since the commencement 
of the Act, be appointed to ho]d^ office for more than 20 
years at a time. 

(2) Notwithstanding anything to the contrary contained 
in the articles of a company or in any agreement with the 
company, a managing agent of a company appointed before , 
the commencement of the said Act cannot continue to 
hold office after the ex piry _of 20 years from the .commence- 
ment of the said Act unless lie is" again re-appointed either 
before or after the expiry of this period. He is, however, 
entitled on the termination of the agency to charge from 
the assets of the company by way of indemnity ^for all 
liabilities or obligations properly incurred by him on behalf 
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of the company subject to existing charges and encum- 
brances, if any. 

(3\ A company may remove a managing agent if he is 
convicted of an offence in relation to the affairs of'the com- 
pany punishable under the Indian Penal Code, and being 
under the provisions of the Code of Criminal _ Procedure, 
1898, non-Datlable Where the managing agent is a firm or 
companv an offence committed by a member or a director 
or an officer holding a general power of attorney of such 
a company is dccmed'Ao be an offence committed by such 
a firm or company unless the person concerned is expelled 
or dism’ssed within .50 days of his being convicted for com- 
mitting the offence. 

(1) A managing agent if he is declared insolvent bv a 
judicial sentence must also be removed from such an office 
of the company. 

(5) A managing agent cannot transfer his right unless it 
is approved by the company in a general meeting. 

(G) A charge or assignment of his remuneration or any 
part thereof effected by a managing agent is not enforceable 
at law against the company. 

(7) Though a managing agent is entitled to receive, on 
the winding up of a company, all moneys due to him under 
the contract of management^ he may not receive it in case 
the court finds that the winding up is due to his negligence 
or default. 

(S) The appointment or removal of a managing agent, 
or any variation of his contract of management macle after 
the commencement of the said Act is invalid unless ap- 
proved by the said company by a resolution at a general 
meeting. 

(9) Since the commencement of the said Act the re- 
muneration of a managing agent must be based on a fixed 
percentage of the net annual profits of the company, with 
provision for a minimum payment in the case of absence of 
or inadequacy of profits, together with a fixed office allow- 
ance. For the purposes of this clause, ‘net annual profits’ 
mean the profits of the company calculated after allowing 
tor all the usual working charges, interest on loans and 
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advances, repairs and outgoings, depreciation, bounties or 
subsidies received from Government or from a public body, 
profits by way of premiums on shares sold, profits on sale 
proceeds, forfeited shares, or profits, from the sale of the 
whole or part of the undertaking of the company but with- 
out any declaration m respect of income-tax, or super-tax, 
or any other tax or duty on income or revenue or for ex- 
penditure by way of interest on debentures or otherwise on 
capital account or on account of any sum which may be set 
aside in each year out of the profits for reserve or any other 
special fund. 

(10) No company can give any loan of money to 
its managing agent or stand surety for any loan made 
to him. 

(11) Except with the consent of § of the directors of 
a company, its managing agent cannot enter into any 
contract for the sale, purchase or supply of the goods with 
the company. 

(12) No company managed by a managing agent can 
give any loan to or guarantee any loan made to or pur- 
chase shares or debentures of any other company managed 
by the same managing agent. This provision does not, 
however, apply to the purchase of shares or debentures by 
a company if it is an investment company. Further, this 
purchase can also be made if it is approved by a unanimous 
decision of the board of directors of the purchasing 
company. 

(Ill) A managing agent cannot exercise, in respect of any 
company of which he is a managing agent, a power to issue 
debentures, or except with the authority of the directors, and 
within the limits fixed by them, a power to invest the funds 
of the company. 

(11) A managing agent cannot on his own account 
engage himself in any business which is of the same nature 
ns/and directly competes with Use business carried on by a 
company under his management or by a subsidiary company 
of such a company. 

(15) In no case, in connection with a public company, 
the directors, if any, appointed by the managing agent 
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can exceed in number one-third of the whole number of 
directors. 

(16) Everv company managed by a managing agent : is 
required to keep a register containing all details about the 
managing agent. This is to remain open to inspection by 
the company’s shareholders. 

The Collection of Deposits'. 

Coming to the second, i. c., the collection in certain 
important places by means of deposits which are generally 
fixed, it may be said that it is ‘a reflex and a transformation 
of the old system of money being kept for safe custody 
with the mahajan.’ In Bombay and in Ahmedabad, 
those who established the mill companies were either 
merchants or shroffs m whom the public had confidence, 
and hence it entrusted its savings to them. The sums thus- 
deposited with the mill companies became a very important 
source of industrial capital for tlie cotton industry in 
both the centres, but more especially m Ahmedabad, where 
the amount loaned by banks was inconsiderable in 
Bombay', the deposits were mostly short-period deposits 
for six or twelve months and were available at low rates 
of interest. They were very popular with the mill-owners, 
because they accepted them during the season \v hen cotton 
was purchased for the w'hole year, but refused them during 
the later part when there was no necessity' for them. But 
aftei the post-War boom when depression set in, they 
began to fall and at present, they play a very insignificant 
part in the financing of the industries there. In stead, 
banks have become 3 moie active m recent years, and now 
these industries depend upon them to a far greater extent. 
In Ahmedabad, however, even these days, deposits continue 
to play the same part as before, and in fact they appear to 
be destined to play an increasing part in future. This is 
mostly due to two reasons Firstly, Ahmedabad deposits 

have become seven years’ deposits which means deposits 

for a considerable long-term. They now resemble deben- 


" Central Banking Enquiry Committee, Minority Report, p- 329- 
Central Banking Enquiry Committee quoted by Lokanathan- 
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hires in this respect, though lhcte is an important differ- 
ence between the two inasmuch as they have no lien on the 
properties or the assets of the companies like the debentures. 
Secondly, they represent the reserves built out of the 
huge profits of the mills. What is done is that the reserves 
of one mill are deposited in another. Thus, the Ahmcdabad 
mills have developed a system by which’ they finance them- 
selves" out «jf their own profits and reserves. Whatever 
the Case' may be, there are still huge sums in the form of 
short deposits in Ahmcdabad mills, and they may be with- 
drawn by the public to their embarrassment as in Bombay. 
Again, the habit of using deposits to provide capital for 
industries has another disadvantage, namely, that it restricts 
the supply of shares and debentures which are certainly 
better forms of investment for the public. Thirdly, mills 
are, by accepting deposits, doing a business for which they 
are not equipped, and it is possible that their failure to- 
meet the demands of the depositors at one time or the 
other may frighten many people both from investing in 
their shares and putting in deposits with the banks. 
Fourthly, the present system represents the primitive 
banking habits which should not continue when modern 
banks! nave been established. Finally, with the increasing 
facilities) of and confidence in modern hanks including 
the post offices, there is ever}' possibility of the t eduction 
of amounts of deposit with the nulls and hence they can- 
not be very much relied upon. 

The Issuing of Shares and Debentures 

There remains the last, f.c., the issuing of shares and deben- 
tures directly to the public. The whole capital is not raised 
by one method. Both from the point of view of the concern 
and the investors, different methodsjnust be adopted. They 
should really appeal different classes of people. First of all, 
therp are preference;shares, then ordinary shares, and finally 
deferred shares. Preference shares may be participating 
preference shares, or cumulative, or non-cumulative and so 
on. The raising of some part of the permanent capital by 
issuing debentures is alsoia very desirable step in many case*. 
While it ensures to the investors a fixed amount of annua/ 
return, it also enables the shareholders to get higher xales of 
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■dividend in cases of huge profits. The method of direct 
appeal to the investors, whether by issuing shares or deben- 
tures, suffers in this country and to a small extent in other 
countries as well from the fact that there are times when 
some events create such unusual mass expectation that the' 
investors become willing to invest money while at other 
times they are excessively prudent and cautious, and hence 
this method cannot be relied upon. In the resent history, 
the years L920-21 and 19.15 37 provide the illustration of 
the former whereas those of the intervening period, of the 
a ter. There is also a lack of intelligent investors who 
■may be able to distinguish between sound and unsound 
proposals Even in Western countries, there is always the 
°J suc [ 1 agencies as may guide them in the selection of 
, dl “erent issues. Iri a country like India where there is 
a lack of sufficient education, the need is bound to be 


FINANCING OF INDUSTRIES BY IMPERIAL BANK AND 
OTHER COMMERCIAL BANKS 

cnmntoihZ that the modern industry in India owes its 
managmg agents. For a fairly long time they 

fimnll nn ? ’ the °? iy financing agency. Their strong 
fnends c< ? mbined Wlt h ,tbe resources of then 

inff unon fh d h he [ m tG Ca f ry ° n wlt hout in any way depend- 
l he banking system. But gradually and specially 
anri tu epression set in, public confidence was shaken 

th ", help fr0m the,r fiends This 
could n £ l ? d f assis ^ ance from the modern banks. , They 
Sf£eofth U « ? W th f m lon g-term credit, as the very 
however take Jn tn S* 8 n° eS n0t wa c rrant this. They could. 
But the ’uhnlp financing of the short-term needs, 

by them a I! ' WOrk ! n g capital could not be provided 
used ScuLnf l P r ,°P 0rtl0 .n ?f working capital, although 
permanent reality ° f the nature of 

tured and sem/m\ f 16 t* OC H raw materials, manufac- 
certainmmfmum «nd fL CtUred . g ,°° ds ’ never falls below a 
is of this naffiT' a 1?® ? ap . al re ?. u,red for holding them 
for it alon" with the E? act T, r S W d * in fa ct, provide 

'runs a great risk Tm v c Ca ? I - taI - }! he does not do it, he , 
great risk. T ruly speaking, the mistake comnr"«* 
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by most of the entrepreneurs in this country was that they 
thought that the whole of the working capital could be 
raised in the form of short-term loans, and hence they failed. 
The~banks cannot be condemned for their unwillingness and 
unreadiness to provide it. But we must find out whether they 
provided the fluctuating needs of wot king capital in regard 
to the cuirent requirements of the industries. A close study 
of the facts, however, reveals that even this was not done 
very efficiently and cheaply. The Imperial Bank of India 
and other commercial banks grant loans against (?) tangible 
and marketable security lodged or pledged with them or 
(if) personal credit of the concern but with a "second sig- 
nature to the pro-note of the borrower. Most of the mill- 
owners go without a loan for they do not like to lodge or 
pledge their stocks with the banks as ■ it means a loss 
of piestige to them. It has already been observed that 
they receive deposits from the public, specially in Alimeda- 
bad", and as the loss of their prestige has the likelihood 
of affecting them, they are doubly forced not to adopt 
this method of raising loans. The second-name rule has 
also perpetuated the system of managing agents who regard 
themselves indispensable to the companies managed by 
them, due to the need of their signatures on the hand-notes 
written for the purpose of taking loans from the banks. 
These loans take the shape of overdrafts or .cash credits. 
Both the borrowers and the banks give preference to this 
piactice, firstly, because the former are required to pay 
interest only to the extent to which the credit is availed 
of from day to day, subject to a certain minimum interest 
which must be paid in any case, and secondly, because the 
latter can curtail or withdraw the facilities" at any time. 
Discounting of bills should, however, be given consideiable 
encouragement in their method of finance. This presup- 
poses the existence of warehouses, and development of bill 
habit in the country. Besides, banks do not take into 
consideration the personal credit and honesty of the bor- 
rowers at the time of granting loans, and demand the full 
security of tangible and liquid assets. In order to enable 
them to grant loans on the personal security as well, the 
provision of the Indian Companies Act requiring the 
balance-sheet to show separately a bank's secured advances 
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from unsecured advance*, should be lepealed. Then, tln« 
will also be achieved by establishing a closer contact with 
and having a more intimate knowledge of the mill-owner, 
by the bank managers. Finally, the rate of interest charged 
on such loans has always been very high, the smaller btnks 
quoting 12 to l!i per cent. 

Suggestions for increasing their Financial Assistance to* 
such Industries 


The lmpeiial Hank of India and other commercial 
bank-, and^ specially the strong ones can increase their 
hnancial assistance to such industucs to a very great 

extent by adopting the following lines : 

(1) They must act as the underwriters of all the issues 
whethei of tlie new or old concerns. This will necessitate 
the maintenance of an expert staff by them, which shall 
study \ery closely the futuie prospects of a company pro- 
posed to be started. It will have the ellect of limiting 
Hie number of concerns which have no good future pros- 
pects Many of such companies would not have come 
into being as have failed due to lack of careful thinking,* 
had this policy been followed by the banks, and 'thus the 
11,1,1 01 11 number of investor, would have been saved 


(-) In most cases the issues under-written by the banks 
shall be readily subscribed to by the public as they will 
inspire a better confidence, but in certain cases, it is possible 
Hint a portion of the same might have to be taken by them, 
l ncse will not, however, remain with them for considerable 
time as the growing prospei ity of the companies concerned 
will enable them to unload them soon in the open market 
and perhaps at a premium. 

banks shall have also their representatives on 

,l n ° ra Ci ° , BU f ch companies and they will thus 
surely exercise a note of caution. 3 

sonH ) 3 he V nU f St h mnke short -tcrm advances on the per- 
sonal security of the companies to some extent. 

DorSnt L !Snrf d , WarC ! 10USCS , mu ) t be established in im- 

on he bisf n f‘h . rC < S - and ^ van , CL ' b sll ould be made 
on me oasi. oi the leceipls issued by them. 
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(6) Discounting of bills should be encouraged by 
■charging a lower rate than for other forms of credit. 
This will provide the banks with the kind of the assets 
they need most. In their absence, they are in the habit 
of investing huge sums on the purchase of Government 
securities and treasmy bills. This is not the proper 
function of banks. They must, first of all, help indus- 
tries and trade and then the Government. It may, 
however, be said in this connection that in recent 
yeari, there has been a change in the attitude of most of 
them, and the proportion of their investment in indust! ml 
securities has been rising up. This is good and must be 
encouraged. 

The Role of the State 

There are, however, some who hold that the present stage 
of development of commercial' banks in India does not 
warrant their taking substantial interest in the long-term 
finance of industry. In their stead, they suggest that the 
Government should come forward. This opinion has 
recently received a fillip because of the move of the people 
towards socialistic tendencies. But our Government being 
alien, we do not think that any advantage can. accrue by 
Government's participation in our industnes. It owns, 
however, in this country, ordnance factories, public utilities 
and railways and has recently decided to take up the bulk 
generation of electric power, 'it may also take up basic 
industries of national importance provided adequate capital 
is not forthcoming from private sources. 

SUGGESTIONS FOR STARTING MORE INDUSTRIAL BANKS 

It has already been pointed out that taking into con- 
sideration the vast area of the country, the number of 
existing industrial ' banks is veiy small. If the Imperial 
Bank of India and other commercial banks increase their 
assistance to industries by adopting the methods already 
suggested, the necessity of floating more industrial banks 
will not arise. But, if they do not take up this task, 
industrial banks must be established to fulfil the gap, and 
in such a case their functions will be the same as laid down 
for the Imperial Bank and other commercial banks. The 
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existing industrial banks will also do well to improve their 
business on these lines and to become more useful to 
industries In the words of the British Committee on 
Finance and Industry their functions will be as follows: — 
‘Acting as financial advisers to existing industrial com- 
panies ; advising in particular as to the provision of perma- 
nent capital, its amounts and types ; securing the under- ( 
writing of and issuing the company's securities to the 
public and, if necessary, assisting previously in arranging 
for the provision of temporary finance m anticipation of an 
issue ; assisting in financing long contracts at home and 
abroad or new developments of an existing company ; or 
founding companies for entirely new enterprise ; acting as 
intermediaries and financial advisers in the case of mergers 
or in the case of negotiations with conesponding inter- 
national groups ; and generally being free to carry out all 
types of financing business. Such banks will surely raise 
funds in the fotm of long-term deposits; not short-term. In 
fact, they must not be allowed to compete with the already 
existing commercial banks. 


Provincial Industrial Corporation as an Agency to 
Finance Public Utility Industries 

Although the establishment of state-aided industrial 
corporations by the provincial governments for the purpose 
ot iinancing all kinds of competitive industries has been 
recommended by the Central and six of the Provincial 
.Banking Enquiry Committees, it can be ruled out for 
certain wdl-known objections against it. First of all, 
the burden of establishment of such institutions will fall on 
the tax-payers who will certainly resent it. Next, if the 

m^n? r ^ entS h 2 ve u g , ot funds to take U P this task, there are 
S? I 1 othe . rs ' which being more important, must precede it. 

‘ lt ,, ls not reasonable that state-aided institutions 
should be allowed to compete with private enterprise. But 

1 nderAutn/fn 1 * * * * 6 /° r their establishment for the purpose of 

AFMHvVh# the , fl , nanci ng of several public utility industries. 

Already the need for such an institution has been felt in 

po wersunnl v eS ' , In Madras * «* ^dro-electnc undertakings, 

Canced p C lemeS a ? d u the lln g at >on works were 111 

nnanced by Government ; but the machinery for financing 
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the schemes was ill-organized. Same was the case in the 
Punjab also. These public utility undertakings have one 
thing in common, namely, that the capital invested therein 
takes some time before yielding returns and, therefore, the 
ordinary methods of a company financing are not suitable. 
They, however, afford a very valuable means of drawing 
capital from the investors provided a suitable financial 
machinery is devised. The starting of a public industrial 
corporation for the' purpose of financing all semi-monopolistic 
industries will be not only desirable but necessary, if financ- 
ing is to be done efficiently. The ‘foreign’ experts who 
came to assist the Banking Committee also held the same 
view. There was, no doubt, some difference in the earlier 
stages on the character of such institutions, but this was 
later on reconciled. As opposed to the Central afid six of 
the Provincial Banking Committees, they favoured in the 
beginning an all-India institution. The same opinion was 
also held by Mr. Subhedar and some witnesses before the 
committee. In fact, there were weighty arguments advanced 
by both the sides. Those in favour of provincial industrial 
corporations are as follows : — 

(1) Industry being a provincial subject, any scheme 
to promote it must be shaped and controlled by provincial 
governments. 

(2) The financing of provincial corporations by theif 
respective provincial governments will be easier than that of 
an all-India institution by the Central Governtnent. 

( 3 ) It will be tasier for the provincial corporations to 
raise capital by appealing to the provincial patriotism than 
for an all-India institution. 

(4) Provincial institutions are better fitted to understand 
the needs of the industries of their own provinces than an 
all-India institution to understand the needs of the industries 
in'different provinces. 

(5) As a corollary to clause (4) provincial institutions 
shall have technical experts concerning the industries of 
their own provinces, and will be able to employ them for 
whole time, while anf all-India institution shall need tech- 
nical experts concerning industries spread over the whole 

17 
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country and shall not be able to employ them for the whole 
time. In tact, concentration will not be possible tn the 
latter case. 

The arguments of those favouring the establishment of an 
all-lncha corporation were as follows : — 

(1) Tiie financial position of the provincial governments 
does not warrant them to take up the task. On the other 
hand, the Central Government is better fitted to do so. In 
case of its failure to provide a!! the assistance itself, a part of 
the burden may be distributed among the provincial govern- 
ments on an equitable basis. 

(2) The issues of an all-India concern assisted by the 
Central Government will inspire a better confidence in the 
public, and hence all the shares and debentures floated 
by it will be easily subscribed. Such issues will also find 
market in foreign countries, if necessary. An all-India 
institution \\ ill be able to select directors from all over the 
country, and tins will surely lead to an efficient working. 

(il) The funds of an all-India concern jwill be distributed 
over a variety of industries and a very wide area, and hence 
it will be able to pass through a difficult period of economic 
depression without .durable risk. 

(4) An all-India c .n shall have a greater voice in 
the enactment of laws affecting trade and industries in 
the country. It shall be able to throw a greater weight 
on the policies of the Government regarding tariffs, railway 
rates and purchase of stores, all these being central 
subjects. 

(5) The staff of a central institution drawn from all 
over the country shall have 3 wider knowledge and better 
understanding capabilities. The industries of one province 
shall be able to take advantage of the experience obtained 
in other provinces. An all-India institution shall be able 
to have wider information. It will also be able to draw on 
the experiences of the foreigners. 

(6) There are in this country at this stage* vr<i it'ource- 
which have so far been lying unexploited, bu* . ’] - < their 
cannot be taken up at once. An all-lndm < ■ u shal 
be able to select the most prominent y „ in th< 
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beginning and po-dpone the le*> ; promimnl for the future. 

But in the end unanimity was obtained on tins point, 
and both the suits being impressed bv the arguments of 
each other, decided to have provincial uido*tn.d corpora- 
tion*-- with a central association to safeguard and promote 
the common interests. Tl:c function*, of the latter were 
laid down as follows : — 

(t) Assistance to the provincial cniporatioii* to secure 
subscriptions from the public tor their rbaier- and deben- 
ture*'. 

(2) Co-ordination of their activities and cheeking <,f 
any tendency on tlmir part to give preference to certain 
industries over others. 

('.]} Laying down of certain general principle, for tilth 
guidance. 

(4) Securing for them concessions from the Central 
Government. 

sugokstions rott rovwupjsi.vr. nst: isvrsr»*i.s*T uv rnr: 
t tmuc jk Tim Pit.\T:ns avo imnr.vnmi.s or 
woe srntAL coscrtws 

(1) A number of companies were floated during the 
boom period following World War I, Their failure, when 
depression set iri, led the people, to lose confidence in this 
form of investment. They prefer to invest their s tvmgs m 
loans to neighbours, landed property or Government, 
Municipal or Port Trust securities. In case, the existing 
banks or those proposed to be floated, begin to examine 
the schemes before a new concern L floated, there is every 
likelihood of a reduction in their failure, and this wifi 
surely inspire a better confidence in the public. 

(2) Some witnesses before the Central Committee 
mentioned that the reluctance of the people to invest in 
industrial isyyes is also due to the public belief that the 
industrial policy in this country is not determined by a 
government responsible to the 'people, A change in the 
attitude is sure to improve matters. 

(3) The reluctance of the people and specially those 
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residing in rural areas and small towns is also due to th« 
absence of agencies capable of bringing, them into toucl 
with such securities. A larger advertisement and propa 
ganda may prove very useful. 

(4) Most of the people are uneducated and do not under- 
stand the methods of modern finance. Mass education 
and training will go a long way to meet this situation. 

(5) There are no organisations to facilitate the purchase 
and sale of industrial securities with the exception of a 
few and those too only in important towns. Introduction 
of the firms ot reliable share-brokers is a real necessity felt 
by genuine investors. 

(6) Stamp duty on the transfer of certain kinds of 
issues is exorbitantly heavy ; its reduction is very 
necessarj . 

(T) It becomes usually very difficult for the holders of 
small number of shares to unload them m case of emer- 
gency. Dealings in small units should be encouraged. 

(d) No institution is ready to lend freely on the security 
of industrial scrips Our banks also give preference to 
Government securities. In recent years some change has, 
however, been brought about in their attitude. 

(9) Since 1920, the Government of India has been, like 
the Governments of other countries in their respective 
markets, a serious rival of the industrial concerns m the 
Indian capital market. It should, in fact, attract investment 
at very low rates of interest in order to counterbalance the 
safety it affords. 


SUGGESTIONS FOR IMPROVING THE FINVNCE OF 
COTTAGE INDUSTRIES 

Cottage industries also require finance, and at present 
they are the monopoly of the rapacious and short-sighted 
money-lenders and indigenous bankers. Their email size 
and scatteredness is bound to be an impediment for all 
times to come, to draw the attention of the banks and big 
financiers, possessing enlightenment and vision But these 
features make them fitted for the application 'of co-ooera- 
oon, and various committees have expredbed this opinion 
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more than once. Such industries thrive in Germany and 
Japan with the help of'co-bperation, and there is no’ reason 
whythey 'should not do so here in India. But, for this 
purpose, co-operation should not be introduced only in the 
realm of credit. Just as' in agriculture, it must be intro- 
duced here also in other realms as well. The need for 
co-operative organisation 'of artisans, craftsmen and other 
small-scale producers against the growing power uf large- 
scale machine industry is only too apparent. 

Though the_Co-o perat iye.„Societies . Act of 1904. permit- 
ted the organisation of, urban societies, it was not before 
the lapse of a considerable' time that they were really 
started. As has already been observed, these societies 
differ a good deal from those of the agriculturists in the 
matters of their constitution and working. Urban co-opera- 
tive societies are, however, of various kinds, e.g., employees 
societies, consumers co-operative stores, aitisans and 
weavers societies, milk unions and societies, insurance 
societies, housing societies, students stores, etc. But we 
are concerned here with only artisans and weavers societies. 
The word artisans includes all industrialists carrying on 
the work of production under what is known as the small- 
scale system of production but so much importance has 
been given only to the weaving as weavers industry is in 
fact the most important industry which is being carried on 
in India under this system. At the end of the year 1939-40,’ 
therepwere 39 weavers societies in' Bombay, 191 " in Madras 
and' more than 350 in the Punjab. Statistics' of such 
societies in other provinces are not available, but it is 
certain that there are at least .some in each province. 
Besides, there ar£ many other societies formed by the arti- 
sans other than the weavers. No statistics are available 
regarding them. They have also been given a considerable 
fillip because of the increasing success of the cottage indus- 
tries due to war conditions. No doubt, the existing arti- 
sans societies are mainly credit-supplying societies, yet 
they can do a lot by taking up the questions of the purchase 
of raw materials, sale of the manufactured articles and 
provision of better tools and' implements. At present, the 
money-lenders carry on all these duties. In all the impor- 
tant towns, there are some industries carried on under 
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small scale, and there are also the money-lenders-citm- 
traders in these places who provide them with raw materials 
and purchase the whole produce at a very low cost to be 
sold by them at very high prices. In case these functions 
are taken up by the co-operative societies, there is bound 
to be brought about a good deal of improvement in the 
conditions of the artisans. The sooner the step is taken, 
the better it will be. 

Industry is a provincial subject, and various provincial 
Governments have been doing under their limited spheres 
what they could for their development. Some of them 
have been rendering financial assistance to various indus- 
tries, of which the small-scale industries form an impor- 
tant part, under State Aid to Industries Acts and Industrial 
Loans Acts. This assistance takes the form of loans at low 
rates of interest, supply of machinery on the hire pur- 
chase system, grant of land or other Government pro- 
perty, etc. They also carry on propaganda, demonstrations 
and provide for technical assistance. But from the reports 
published so far, it appears that the success has not been 
attained up till now to any considerable extent. The 
finance provided under them has been very small, and it 
becomes really difficult for a genuine industrialist to obtain 
it A part of the loan thus advanced has also had to be 
written off, and the recovery of a very considerable portion 
is doubtful. In fact, Government agency cannot success- 
fully tackle this problem. If it wishes to take up the ques- 
tion of finance it must take it up only through co-operative 
societies or provincial co-operative banks proposed to be 
started. The latter can really be of much 'help] to cottage 
industries. But the Government can help the industries 
whether organised on a large scale or a small scale in various 
other ways. Its store purchase policy alone can do a lot. 


N CONCLUSIONS 

In fact, no positive conclusions can be arrived at with 
regard to the industrial finance. There is ‘a need of an all 

[nrinct d fu 0p , men L t , the country. More of the purely 
on d th I 3 banks should be started and they should 1 work 
on the lines which must be chalked out after taking into 
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consideration the experience gained so far. The Imperial 
Bank of India, and other commercial banks specially which 
are sufficiently strong must combine industrial banking 
with commercial banking on the lines of the mixed Con- 
tinental'systerrTof banking.- Further, if necessary, provincial 
industrial corporations may also be started for the financing 
of public utility concerns. As far as the direct financing 
by the state is concerned, it will do well to confine its acti- 
vities only to the rendering of assistance to the industries 
in other ways than financial. Industrial banks, or commer- 
cial banks or provincial industrial corporations can be help- 
ful only during the intervening period between the establish- 
ment of a concern and its coming up to a standard. The 
ultimate burden is under all circumstances to be borne by 
the individual investors, and this can be only done by popu- 
larising their investments in the issues of the industrial con- 
cerns. Imperial Bank and other commercial banks shall 
have, however, to bear the burden of financing the short- 
term needs of the industries. The establishment of co-ope- 
rative societies will be of great benefit to cottage industries. 
In fact their salvation lies in them. 

TEST QUESTIONS 

1< What are the financial needs of the industries ? Point 
out the relative importance of each discussing the various factors 
upon which their respective amount depends. 

2. What agencies finance the long-term needs of the indus- 
tries in this country ? Discuss in this connection the merits and 
demerits of each. What part have the Indian industrial banks 
played so far with regard to it ? 

3- What are the ways in which Imperial Bank and commer- 
cial banks finance Indian industries ? Give your suggestions to 
make them more useful. 

4. What is your opinion with regard to the establishment of 

the Provincial Industrial Corporations 7 Vindicate in this con- 
nection the need of an all-India institution. , 

5. What measures should be adopted to popularise invest- 
ment by the public in shares and debentures of industrial com- 
panies ? Why have they not been popular so far m India ? 



CHAPTER XVI • 

COMMERCIAL BANKS 

Truly speaking, under this heading should be includ- 
ed the Indian joint stock banks, the Imperial Bank of India, 
and the foreign tanks, as all of them carry on commercial 
banking functions. But for the sake of convenience, we 
shall deal only with the Indian joint stock banks here ; 
the Imperial Bank of India and the foreign banks shall be 
. taken up in subsequent chapters. It will, however, include 
the existing industrial banks. They carry *on, in fact, 
commercial banking functions as well side by side with 
whatever industrial banking functions they perform. They 
have been just like other Indian joint stock banks formed 
under the Indian Companies Act. A historical review of 
commercial banks having been already made in Chapter I, 
we shall discuss here only their present position and 
<yworking operations. 

ORGANISATION 

An Indian joint stock bank is required to be registered 
under the Indian Companies Act. Until the beginning 
of 1937, it was governed by its general regulations, 
with the exception that in a few matters a distinction had 
been made between a banking company and others. These 
related to : — • 

(i) the maximum number of partners in a partnership 
which could not exceed ten in the case of a banking con- 
cern, though it could be twenty in the case of others ; 

(«) the compulsory filing of a list of all its places of busi- 
ness by a banking company with the registrar ; 

(Hi) the compulsorily supplying him periodically by 
a banking company with its balance-sheet drawn up in a 
certain form in which secured and unsecured debts were 
required to be shown separately (there was, however, no 
necessity of disclosing in it the provision made for bad and 
doubtful debts) ; 
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(iv) the examination of its position by the provincial 
government concerned through one or more inspectors 
on the application of members holding not less than 
i °f ds issued shares, the proportion being -A* in the case 
of others , 


The general opinion in the country was that this, 
was not sufficient for the regulation of banking and had 4 
left many banking institutions altogether free from it. 
The Central Banking Enquiry Committee was in favour 
of a special Bank Act. The foreign experts, on the other 
hand, recommended only certain modifications and addi- 
tions Hie Government of India, agreeing with the latter, 
introduced the following in the Indian Companies Amend- 
ment Act, iM6 


(1) A definition 1 of a banking company. This is, 
however, not very * satisfactory. It was mentioned on 
page -1 and has been pointed out by the authorities of the 
eserve Rank of India, that there are a large number of 
the non-scheduled banks operating in British India which 
claim that they arc not banks and do not submit the pres- 
cribed cash reserve returns. * 

°" f * ie rc fi'stration of a banking com- 
• Cs not 111 its memorandum its objects 

the business of accepting deposits of 

fied m /lie ir> th Soi ^m or n * *i‘ c forms of business speci- 
fy.' 11 the definition. Those already registered on the date 
o the coinmencement of the Act and doing any business, 

coill restriction on the management of a banking 

nanv after b Ln “ ana| ??£ % Cnt oth ^ than a banking com-, 
the Act years of the date of the commencement of 


. ¥1 A i restnc,Ion on the commencement of business 
c ? I ? pan y registcied under the Act without 
ie allotment of shares sufficient to yield at least Rs. 50 000 
working capital and without filing with the registrar a 


Please consult Appendix A. 
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declaration signed by its directors and manager to the effect 
.that this amount has been received. 

*. (5) A restriction on a banking company to create any 

charge on its unpaid capital. 

(6) An obligation on every banking company, except 
i scheduled bank of the Reserve Bank, to maintain a re- 
serve fund from the commencement' of the Act and to 
transfer to it not less than 20 per cent of its annual pro- 
fits before any dividend is declared until the reserve fund 
is equal to the paid-up ‘capital. It is also required to be 
invested in Government or Trust securities or deposited 
in, a special account opened in a scheduled bank of the 
Reserve Bank. The latter provision was to be applied to^ 
a banking company already in existence after two years of 
the date of the commencement of the Act: 

‘ (7) ‘An obligation on every bahking company other 
than a scheduled bank of the Reserve Bank of India to 
maintain a cash reserve of at least 1A and 5 per cent of 
;ts time and demand liabilities and file with the registrar 
every month a statement of the liabilities and cash reserve 
held on Friday of each week of the preceding month. In 
case of a default of this provision, every director or officer 
cf the -bank who is knowingly a party to the default is 
made liable; to a fine for every day during which the 
lefault continues. 

(8) A restriction on a banking company to form, or 
hold shares in, any subsidiary company except a subsidiary 
company formed of its own, 1 for the" purposes set forth in 
the definition. * 

(9) The power of a court of law on the application of 
a banking company, temporarily unable to meet its obliga- 
tions, accompanied by a report of the registrar on its 
financial condition, to pass an order staying the commence- 
ment or continuance of all proceedings against it on sucli 
conditioners it may think fat and to extend it from time 
to time, or to grant, interim relief, ..even if the application 
is hot accompanied by a report of the registrar. 

’ (10) A restriction on the appointment of persons 
indebted to a company whether banking or otherwise as 
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(2) No banking company incorporated under this Act on 
or alter the 13th day of January, 1947, shall, a ter the expiry 
of two years from the commencement of the Indian Compa- 
nies Amendment Act, 194-1 carry on business in British India 
unless it satisfies the following conditions, uis. . 

(a) that the subscribed capital of the company is not 
dess than half the authorised capital, and the paid-up capital 
is not less than half the subscribed capital, and 

(b) that the capital of the company consists of ordinary 
shares only, or ordinary shares and such preference shares 
as may have been issued before the commencement of this 
Amendment Act, only, and 

(c) that the voting rights of all share-holders are strictly 
proportionate to the contubution made by the shareho der r 
whether a preference shareholder or an ordinary shareholder, 
to the paid-up capital of the company. 

But the need for a single consolidated up-to-date bank- 
ing law for the whole of India has been long felt, and “this 
need has become the more insistent, because of the consider- 
able development that has taken place in recent years in 
- banking. 1 ' Hence, a bill purporting to consolidate and_ 
amend the law relating to banking companies, was intro- •- 
duced in the Central Assembly in November, 1944. Its 
main features are as follows : — • 

(if A simple definition of banking with the object of 
limit nG the scope of the legislation to institutions in which 
the funds arc deposited primarily to ensure the safety and 
ready withdrawabihty ; 


(u) Piescription of minimum capital standards'; 

(lii) Prohibition of trading with a view to eliminating 
non-banking risks ; 

(iv) Inclusion in the scope of the legislation of banks 
- incorporated or registered outside British India ; 

(v) Provision of an expeditious procedure for hquida- 

(vi) Inspection of the books and accounts of a bank by 
the Reserve Bank when necessary ; 
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(vn) Empowering the Central Government to take action 
against banks conducting their affairs in a manner detri- 
mental to the interests of the depositors ; 

(vm) Prescription of a special form of balance-sheet and 
conferring of powers on the Reserve Bank to call for 
periodical returns. 

CLASSIFICATION 1 

- Commercial banks have been divided into four classes, 
viz., (1) those having a paid-up capital and reserve of Rs. 5 
lakhs and over, (2) those having a paid-up capital and 
reserve between Rs. 1 lakh and Rs. 5 lakhs, (3) those having 
a paid-up capital and reserve between i Rs. 50,000 and 
Rs. 100,000, and (4) those having a paid-up capital and 
preserve of less than Rs. 50,000. 


Thedirst group consists of (a) Scheduled banks and (b) 
non-scheduled banks. The number of the former on 30-6-'45 
was 73 (including Imperial Bank) and that of the latter 35 
(m December 1943). Sec. 42(6) of the Reserve Bank of India 
r^ e % tha . the ? e , nt I al Government shall,, by notifica- 
... ’j i^«? a i Zett< r ° f u dl ?' direct the inclusion in the 

.nn thr d h C - edlI C ’ r°t f an , y bank not so included which carries! 
•on the business of banking in R«i:sh India and which (a) 

has a paid-up capital and uve of an aggregate value of 

c&gs Sfsg 5 

of rupees, or which me* hm ? ess than five lakhs 

ceases to earn/ ‘"*0 . liquidation 'or otherwise 

*? 

strength of their i ec , ona schedule mainly on the 

auditors showing their paid^r^tT 4 °J statement of 
lakhs or over. In view of cerf P a,n P H and reserve at Rs - 5 1 
by Government in including banks'S^thf 5 ®5 e " e "«' ed 

P' 

Sh 0».d be 
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value of the paid-up capital and reserve arid not ihe book 
value as shown in the balance-sheet. In pursuance of this 
decision a new procedure, for inclusion of banks was drawn 
up, under which the Reserve Bank agreed to co-operate 
with Government in evaluating the paid-up capital and 
reserve and aiso in inspecting the books of the applicant 
bank if deemed desirable. The banks included in (a) are 
such banks and they have certain obligations to fulfil and 
privileges to receive in this capacity. The banks included 
in (6) are, however, such as have not been included in the 
list of the scheduled banks due to one or the other reason. 
Some have been registered and work only in Indian States. 
They cannot be included in the second schedule because 
they have no branches in British India. 

The second, third and fourth groups consist -of non- 
scheduled banks. The number of (he first two of them at 
the end of 1943 was 152 and 141 respectively and that of 
the third at the end of 1942 was 133, 

It may be added here that all the banks included m the 
fourth groups were those which had been established before 
the passage of the 1936 Amendment Act. Since then, no 
bank can be started without having a paid-up capital of 
at least Rs. 50,000. Besides, the combined capital and 
reserve of all the banks has been increasing gradually due to 
the provision (6) of the Indian Companies Amendment Act 
as laid down previously in this book, 2 * It may be interesting 
here to note the decline in the number of such banks due 
to the above reasons. At the end of the years 1939 to 1942, 
they numbered 400, 332, 147, and 133 respectively. Subse- 
quent figures are not available but they too must show the 
same tendency. The total number of all non-scbeduled 
banks which reported 8 to the Reserve Bank of India at the 
end of 1944, was, however 613. This, of course, includes all 
institutions using the word 'bank' as part of their name 
whether accepting deposits on current account or not as per 
the proviso added in 1942 to the section empowering the 
Reserve Bank of India to get a report of all banks in this 


2 Please refer to page 267 of this book. 

8 Please refer to page 5 of this book. 
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country. A- number of such banks should not be called 
banks. They use this title simply to get a distinction. 


PRESENT POSITION 


* -World War II has had a great effect on banking in this 
country. New institutions have been established and the 
old ones have expanded themselves. The reason for this is 1 
not that the war gave the banks a greater opportunity to 
finance internal trade and industry. The fact, on the con- 
trary, is that they w ere deprived during the war period of 
even the opportunity they had before it as the Government 
itself advanced all the finance needed by the concerns 
engaged in the supply of wai goods Besides/ the soaring 
profits made by the industries themselves enabled them to 
be largely independent of bank credit. Government also 
came out with Ordinances against advances on the pledge of 
grain, bullion, etc. But their total deposits have been going 
up and this fact ha* given a greater stimulus to banking' in 
this country than any other. The importance of India as a 
base of military operations was discerned at a very early 
stage of the w r ar. This necessitated a great increase m ex- 
penditure by the Government of India both on its own 
account and also on account of the allies The result has 


been a continuous and enormous increase in the currency, 
largely of note-issue, and lienee in the deposits of the banks. 
There were checks to the increase in the latter, occasioned 
by unfavourable turns of the war, but they only served to 
underline the resilience and strength of the banking system. 

Since the war broke out, i.c., September, 1939, the num- 
ber of the scheduled banks has been going up — not less 
than 32 having been included in the list up to the end of 
June, 1945. Some of these are, of course, from amongst 
those which were working in this country even before. But 
quite a good number consists of the newly started concerns. 
A few non-scheduled banks have also been established 
during this period. ( 

The number of the branches of the scheduled as well as 
non-scheduled banks has also been rising. While all sche- 
duied banks had about 1250 offices in 1939, by June 1945, 
they had 2715 offices. Of the latter, if we exclude those oi 
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>the Imperial Bank of India (426) and the exchange banks (80) 
Joint Stock banks alone accounted for 2200 offices’i It is a 
matter of great satisfaction that quite a considerable num- 
ber of these offices has also been opened at places which 
were not served previously by any bank whatsoever. 
Finally, the increase in bank branches was due both to the 
establishment and inclusion of the new banks in the second 
schedule and to the opening of new branches by old ins- 
titutions. 

The deposits of both the Scheduled and non-Schedulcd 
banks have also grown up during this period. The total 
deposits of the former amounted to Rs. 236 GO crores on Sep- 
tember 1, 19,‘W, and those of the latter to Rs. 1 5-90 croies on 
December 31, of the same year. In comparison to this the 
respective figures for the one were Rs.t86.rSi crores on July 20, 
391 •, and for the other Rs. -livSt’ crores on November 2*1, 191-4. 
Of course, the figures for the scheduled banks include those 
of the Imperial Bank and the Exchange Banks as well. But 
it may be concluded safely that the increase is all round, not 
one-sided. 

The banks have also increased their capital. The bigger 
banks, like the Central Bank of India and the Bank of India, 
did so with a view to maintain the percentage of the same 
to deposits. In doing so, they took the advantage of market 
conditions and by issuing their shares at a premium added 
to their reseives as well. The smaller banks, however, did 
so with a view to attain the status of scheduled banks. 
Their reserves have also been going up due to the provision 
6 of the 1936 Companies Amendment Act. The desirability 
of this tendency to increase capital has been questioned in 
many quarters. It is contended that there is nothing sacred 
about the ratio of capital to deposits and that its gradual 
decline need not cause any perturbation in banking circles. 
It is apprehended that an mliated capital structure may well 
prove a temptation to unsound investment and besides be- 
come a dead weight on earnings. From amongst the newly 
started banks, the capital structure of Bharat Bank (more 
than Rs. 2 crores) is bigger than that of even any of the ‘big 
five’ that of the Hindustan Commercial Bank (about Rs. 1^ 
crores), is next to only first of them, i.e., the Central, and 61 

lb 
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the United Commetcj.il Bin!:, to only fir-t and second of 
tlu.ra, 1 1 , tiic ‘Central and the Bank of India. 

Their cash position Ins aho been improving. While in 
the early thirtie>, thev maintained a balance of about of 
the deposits, at prekuit they m untam a balance of about 
2r.% of the same. Tin*, is certainly not desirable from thc^ 
point of view of earning-, but ha*- to b: done in this country 
where cheque Inbit ins not much tit velopcd and confidence 
is easily shaken specially during war period on the receipt of 
the news of reverse:. With the restoration of peace, the 
policy might have to be changed. 

OPI.RATtO'JS 

Besides attracting deposits of all kinds, these banks 
finance whatever trade and industry thev can, open cash 
credits, discount bills and Juindts, provide remittance facili- 
ties and render other sere ices to the people. We already 
know of the part played by them in connection with the 
financing of agriculture and industry. In a subsequent 
chapter, we shall also look Vo the part” played by them in 
financing foreign trade, though it may be mentioned here 
(bat the) do not take up this business to a very great extent. 
Whatever part they play m this connection is confined only 
to the movement of goods ftorn ports to the consuming 
centres and from mandis to ports. Their share m this part 
of the business also is not what it ought to be mainly be- 
cause of the opening of their branches bv the foreign 
hanks in the interior or the establishment of their connec- 
tion with a few of them specially those managed by Euro- 
peans. 

Taking deposits first as \\c have seen, it has been steadily 
growing and specially during war-period. A> m most cases 
the amounts ot various deposits are not given separately nor 
it can be formed of the distribution of total amount between 
them. There is, however, some information regarding the 
demand and time deposits of the Big Five of the joint stock 
banks and for a few years, of the scheduled banks in which 
tile former are, of course, included. This reveals that the 
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ratio of the former was 13*1 to 86*9 in 1913 ; 34*8 to G5*2 in 
3920 ; 33-4 to 66-6 in 1926 ; 35-0 to 65*0 in 1929 and 49*1 to 
509 in 1935 and of the latter 54*6 to 43*4 in 1936 ; 54*8 to 
43 2 in 1938 ; 57-1 to 42'9 in 1940, and 7G-2 to 23-8 in 1942 ; 
and 72 99 to 27‘01 in 1944. It is a proof of the rising 
tendency of the demand deposits over time deposits, 
and would have ordinarily reflected a development of the 
banking habit in the country. But, under the present 
circumstances, it is indicative merely of the smallness of 
time deposits. Several causes have been at woik to dimi- 
nish the volume of fixed deposits in this country. 

First of all, after 1920, post office savings bank accounts 
and cash certificates had become increasingly popular. 
The figures of the former for 1920 and 1939 were Rs. 2,131 
lakhs and Rs. 8,444 lakhs respectively, and of the latter for 
4920 and 1936 were Rs. 575 lakhs and Rs. 6,598 lakhs 
respectively. Since, they have been falling of course. 
This was not only due to the confidence which post 
offices inspile in a country like India, but also due to the 
course of interest rates offered by them. 

Next, life insurance and various kinds of government 
securities and stocks and debentures of- industrial com- 
panies also show the same tendency. 'Funds which used 
to appear formerly as fixed deposits, now pause for a while 
as current deposits on their way to absorption in perma- 
nent investment;' 

Interest rates 5 offered on all soits of deposits 
have also got a good deal of effect on their distribution. 
But no separate records for rates paid on fixed and current 
deposits are available in India except those for the Cential 
Bank of India. There are, however, records available of 
the average rate paid on both types of deposits taken 
together for almost all the banks. Usually no interest 
ought to be paid on current deposits, and this is the practice 
which prevails in most of the other countnes. We know 
that ‘demand deposits’ are sought by the public more as a 


6 For this portion, the author has relied mainly upon 

Modern Banking in India — Muranjan. 
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their progress. ' 

[In thousands of Rupees] - 


Name of Bank 

Year 

/ 

Deposits 

Fired 

Savings 

Current 

Othus 

Total 

Imperial Bank of 

1 

mm 

i ... 

- 


87,84,10 

India. 

■ 


... 

... 

*»• 

90,03,17 


■ml 

■ 

f ... 

... 

... 

1,08,91,90 


1912 


... 

... 

... ‘ 

1,03,40.4 s 


1943 

... 

... 

... 


2,14,52,80 


1914 

... 

... 

... 

... 

2,34,22,00 

Central Bank of 

1930 



18,21.82 

*•» 

29,80,82 

India. 

1910 

10,80,38 

... 

21,03,00 

... 

32,49.88 


1941 

12,03,12 

» •• 

29,28,78 

... 

41,31,90 


1912 

11, r >l ,40 

• • • 

48,13,88 

... 

50,05,34 


1943 

14, OS, 42 


07,55,29 

• ** 

81.03,71 


1044 



75,87,38 

... 

94,48,00 

Bank of India ... 

1939 

• •• 

... 

... 

... 

18,39,51 


1940 

... 

... 

*»» 

... 

22,27,01 


1911 

... 


... 

... 

25,80,03 


1942 

... ' 

... 

... 

... 

30,82,34 


1943 

... 

... 

• •• 

... 

35,13,88 

• 

1944 



49,80,28 

... 

GO, 82, 71 

Allahabad Bank... 

1939 

0,08,07 

1,58,74 

3,27,49 

20,97 

11,10,17 


1940 

0,02,57 

1,00,01 

3,08,07 

1,94 

11,89,79 


1941 

G, 23 ,9 0 

1,37,59 

5,33,80 

2,29 

12,97,04 


1942 

f>,3G,20 


9,83,20 

2,41 

10,84,43 


1943 

7,87,13 

1.91,37 

11,00,52 

2,58 

20,87,00 


1944 

... 


... 

... . 

... 

Punjab National 

1939 



1,39,13 

o,17 

7,15,05 

Bank. 

1910 

0,08,77 


2,38,02 

0,18 

8,02,97 


1941 



3,71,22 

7,GG 

9,80,30 


1942 

7,49,23 


7,87,57 

9,53 

15,40,33 


1943 

13,00,44 


13,30,72 

... 

20,43,10 


1941 

20,70,72 


10,78,02 

27, 0G 

37,75,§1 1 

Bank ol Baroda... 

1939 

2,01,72 


4,32,59 

5,43 

0,99,14 


1940 

2,01,70 


4 90,80 

5,99 

7,48,49 


1941 

- 3,36,13 


0,23,88 

... 

9,60,01 


1942 

2,83,00 


10,43,00 

... 

13,20,72 


1943 

5,07,83 


15,00,12 

.4. 

20,73,9 5 


1944 

v f 

0,15,73 


20,23,20 

... 

20,38,99 








8 


Uhauit Bank 
United Com Bant 


Deposits 


Current 
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From the above nothing can be, truly speaking, said 
very definitely. In the case of some of tne banks the 
percentage is higher than in the case of others. There is 
also a very wide difference between the percentages in one 
year and the other. They are sufficiently elastic and may 
be taken to be capable of responding to the needs of the 
trade. These loans and advances include those for agri- 
culture and industries as well, however insignificant their 
'amount may be, and hence we are unable to form an exact 
idea of the extent of their assistance to trade generally. 

We must also look to the forms these loans and 
advances usually take. Cheque habit not being very 
popular m this country, it may be said that the amount of 
cash loans is very considerable. The securities generally 
offered for this purpose consist of land and buildings, 
ornaments, bullion and government papers. There is a 
decreasing tendency amongst the banks to agree to the 
granting of such loans. As far as possible, they try to 
persuade the borrower first of all to open a current account 
with them and then sanction an overdraft to a limited 
extent. In most cases, the margin kept is not less than 
30 per cent. Granting of loans in the form of cash credit 
is, however, the most important of these, because of the 
obvious reasons that it is beneficial both to the bankers 
and borrowers. The former, as we know, can at any time 
cease to advance money on it, while the latter is required 
to pay interest only on the amount actually standing 
against his debit at the end of each day. The basis for 
such credits is usually the trading stock of the borrower, 
which may be kept in his own godown or in that of the 
banker. In the former case, the banker puts his own locks 
and signboard and in the latter he charges godown rent. 
In both cases, they must be insured, and the premia, there- 
fore, naturally falls upon the borrower. Loans against 
the borrower’s personal secui lty are very rare, and when- 
ever they are granted, a two-named paper is, without any 
exception, secured. 

Coming to the discounting operations, it may "be said 
that they are not very popular here. The value of bills 
discounted by the scheduled banks on 13-7-45 was Rs. 14*62 
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crores compared with their total deposit liabilities of 
Rs. 863 74 crores. The following table shows the percent- 
age of Bills discounted to total deposits in respect of the 
Imperial Bank of India and the ‘Big Five’ for three 
continuous years : — 

PERCENTAGE OF BILLS DISCOUNTED TO TOTAL 
DEPOSITS 


As per Balance Sheet in 



1941 

1 1942 

1943 

Imperial Bank 

... 

7T 

m 

3*4 

Central Bank 


6‘4 


4*8 

Bank of India 

... 

2’6 

i 

0‘6 j 

0'5 

Allahabad Bank 

... 

2'1 

31 

37 

Punjab National Bank 

... 

1 

I 

... 

j 

... 

BankofBaroda 

... 

I 

2'3 

0'3 

0'4 


This is very discouraging and efforts must be made to 
improve the matters, as we know that this form of invest- 
ment is the best from the banker’s point of view. It may, 
however, be added that of the newly established banks, 
Discount Bank of India, United Commercial Bank and 
Bharat Bank have been taking up this business to a greater 
extent. 

Finally, we have to take up the investment in govern- 
ment and” other securities. The figure available also in- 
cludes the fixed deposits of one bank with the other, and 
hence nothing can be said very’ definitely with regard to it. 
But an approximate idea can be formed from the following 
table 
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■PERCENTAGE OF INVESTMENTS IN GOVERNMENT AND OTHER 
SECURITIES AND 1'IXED DEPOSITS WITH BANKS TO 
TOTAL DEPOSITS 



As per B/S 
prepared 
in 1941 

As per B/S 
prepared 
in 1942. 

As per B/S 
prepared 
in 1943 

Imperial Bank of 
India 

64 

i 

72 

| 63 

Central Bank 

51 

61 

1 

55 

Bank of India 

45 

55 

57 

Allahabad Bank ••• 

49 

51 

49 

Punjab National Bank 

51 

61 

51 

Bank of Baroda 

48 

55 

6 O' 


A high percentage of investment in Government securi- 
ties is desirable from the point of view of reahsability at 
any time but is not so from the point of view of helping 
the trade. The higher is the percentage of loans and 
advances and bills discounted, the better it is. It may, 
however, be said that during war-period the tendency for 
the investments in Government securities has become 
still more marked than what it was during the pie-war 
period. * j 

Indian joint slock banks also provide remittance faci- 
lities and render other services to the public. As far as 
the provision of the temiltance facilities is concerned, the 
rates charged for it are very high specially where there 
is no competition amongst the banks, and they should 
be lowered. / 

FUTURE 

The future of the joint stock banks in this country is 
dependent upon the policy of the Government to be follow- 
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ed m connection with various post-war schemes, both 
official and non-official. People in general are, however, 
very pessimistic. They have seen that during the period 
that set in after the World War I, a deflationary policy- 
had been adopted and this along with several others did 
not allow the industries and trade of the country to prosper. 
The result was a set-back to the banking activities as well. 
Hence, they are afraid this time also, and look at every 
bank or office that is established in their locality with 
suspicious eyes. Of course, all banking booms have been 
followed in this country in the past by banking depressions. 
But this may hot happen this time. First of all, most of 
the banks that have been established during the waoperiod 
have been established with sufficient amounts of capital. 
We know that because of the clause (i) of the Indian Com- 
panies Amendment Act, 1936, as laid down previously in 
this book, no bank could be s arted here with less than 
a paid-up capital of Rs. 50,000 at least. Besides, Rule SMA 
of the Defence of India Rules, regarding control of capital 
issues, promulgated on the 17th May, 1913, has prevented 
the growth of unsound companies which stood little chance 
of survival '~m the post-war period. Since that date, all 
applications for the establishment of new* banks have to 
obtain prior sanction of the Government of India which 
in its turn makes consultations with the Reserve Bank of 
India. Next, existing banks have also been strengthening 
their position during this period by making additions to 
their reserve funds and issuing fresh shares. Thirdly, we 
have got this time the watchful guidance of the Reserve 
Bank of India as a central banking institution of the 
country. The relationships between the Scheduled Banks 
and the Reserve Bank have become closer still during the 
war-period. The control of the Government over the bank- 
ing system of the country has also increased in the mean- 
time. Fourthly, as we have already seen the cash position 
of the banks has also much improved 'during the war- 
period. The balances maintained by the Scheduled Banks 
with the Reserve Bank of India are now much in excess 
of the statutory minimum Non-scheduled Banks have 
also steadily improved the percentage of their cash balances 
to total liabilities as is evident from their monthly Returns 
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to the Reserve Bank of India. Finally, there is much scope 
for expansion of their business by these banks in this 
country and let us hope against hopes that this time the 
Government of India will stretch its hands towards them, 
with a view to help rather than place obstructions in. 
their ways. 

SCOPE FOR EX 'AN lON 

These banks have got their offices in about ldOO* 
towns. This means that there are no blanches of 
a modern bank in about 1 1 00 towns. But they are not 
of any business importance. Hence, they may be left for 
the present. What is of the utmost importance theie days- 
is a consolidation of the alieady existing banks and offices. 
We know that this was done in England during the later 
years of the nineteenth century and the earlier years of the 
twentieth century. We have got in this country several 
. hundreds of banks in comparison to only 1(5 in England. 
Smaller banks may amalgamate amongst themselves or with 
bigger banks. Some of the cities and towns have got an 
alarming number of the bank offices, eg,, Calcutta, 231 ; 
Bombay, 130; Lahore, (51; Madras, 5(5 ; Delhi, 50 ; Dacca,. 
37 ; Tncbinopoly, 35 ; Conubatore, 32 ; Amritsar and 
Ahmedabad, 20 each. No doubt, in ceitain cases the number 
of offices is uistitied when looked at the amount of business 
available. But in many cases this can be easily reduced by 
amalgamation. This will not only reduce competition, but 
also cut down rates of expenses to the total turn ovei of 
business. The scramble for business, the hectic open- 
ing of branches and the competition in deposit rates- 
should in future be avoided as much in the interest of 
the public as in that of the banks themselves. It will 
certainly be advantageous to all if banks follow a policy 
of proper co-ordination amongst themselves rather than 
of a cut-throat competition. Some of the banks also, as- 
we have seen, offer interest on demand deposits. This 
practice should be discouraged. Then, there are people 
who believe that higher rates of interest should be offered 
o develop deposit habit in this country. But this is also- 
not essential. What is necessary is that the banks should 
inspire confidence amongst the depositors. The banking 
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•habit has spread considerably. A number of people have 
deposited in Government Defence and saving certificates. 
They are potential bank customers. There is, therefore, 
•considerable scope for banking development. The banks 
will also do well to adopt a more liberal policy in resoect of 
loans and advances and bill discounting. As has already 
been observed, they can justify their existence only by 
financing trade and industries and not by investment in 
’Government securities. Their investment port-folio has 
considerably increased during war-period. The Reserve 
Bank can help them by freeing thepi of the same gradually 
as they need money for financing trade and industries. But 
■this w ill be possible only if the post-war industrial schemes 
are put into operation. They might do well to act as an 
intermediary between investors and mdustiies. They should 
purchase the shares of an industrial concern in the first 
instance and then unload them to willing investors 
gradually. They are certainly in a position to do this. 
They have got sufficient amounts of working capital — 
•specially the Imperial Bank of India and the ‘Big Seven'. If 
we look to the Boards of Directors of these banks and of the 
industrial concerns, we shall find that many of them are 
common to both. They have thus got an insight of the 
working of the industries as well and shall be able to form 
judgment on the question of the possibility of the success 
of an industrial concern proposed to be established. This 
will also avoid the establishment of concerns with proposi- 
tions having no chance of success at all. The shares and 
debentures of the concerns passed by the banks shall be 
very popular with the investors, and in case they art to be 
"taken up by the banks themselves in the first instance, they 
•shall later on be easily unloaded amongst the public. 

DIFFICULTIES AND ’DEFECTS 

Indian banks suffer from various difficulties and defects 
These must be removed in order to bring about their 
progress. 

(1) They are not patronised by the Government and its 
■officials They keep accounts mostly with Imperial Bank 
and foreign banks _ Semi-government institutions are also 
required to maintain their accounts with the Imperial Bank 
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in many cases. The Government of 'the country should 
patronise only Indian banks, and all of them_not only the 
fmperial Bank. 

(J) They have to face the competition of the foreign 
banks in important places, and thus suffer losses instead~of 
inking any profits. It is only m small towns that their 
business is at all lucrative. The recent tendency has been 
or the branches in big towns to open pay-office? in small 
[owns with a view to compensate their losses in the former 
by making gains in the latter. 

(.“?) Most of the industries and a large part of trade,, 
specially foreign trade,' is controlled by non-Indians who 
naturally prefer to deal with banks of their respective 
countries working in India. 

(4) Even Indian traders and businessmen are found to be 
maintaining their accounts with forugn banks. This is due 
to the lack of patriotic feelings. In other countries such 
sentiments play a very important part. 

(5) There is the competition of the Imperial Bank with 
its privileged position, formerly as the prenver bank of the 
country and at present as an agent of the Reserve Bank 
of India. 

(0) There is also a lack of confidence in these banks due- 
to their repeated failures. 

(7) There is the difficulty of the realisation of their' 
money by the banks because of certain legal hindrances. 
There are some succession laws which give a right of the 
transference of property to even distant relation?, and the 
bankers very often find that a part of the security accepted 
against a loan is to be shared by a person other than tin ir 
debtor. 

(8) Equitable mortgages — mere deposit of documents- 
without any mortgage deeds or registration — are valid only 
m a limited number of places. They form the most 
convenient type of security both for thc debtois to offer and 
the bankers to accept, and in their absence a good deal of 
inconvenience is experienced and business hampered. 

(9) There being a scarcity of bills and the absence of 
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bank acceptances banker, arc compelled to invest a t da- 
tively large proportion of their fund* in gilt-edged securities. 
This is not desirable. They can justify lliur eMsfence only 
by helping trade and not bv helping t lie Government in 
> raising loans. 

(10) Here banks ate required to show their <ccnred and 
iin-sccured loans separately in their balance ‘ licet-, Further, 
there are no institutions in tins country like the Ceyds of 
England and Dun- and Bradstrettsof America for supplvin" 
■the banks with information regarding the financial status 0 ? 
the borrowers These and other causes ate responsible for 
it 1 1 ci r not granting clean advances which plav an important 
part in the banking systems of the Western countries. 

(11) All bank- conduct their business in English Gnlv 

a few recognise cheques and s.gnaturcs m Indian language^ 
The proportion of the Indians knowing English being small 
t us act- as a great drawback in the development of banking 
habit m the country. «• 

(12) Indian banks have been modelled on the fines of 
English banks. Many of them have adopted an c\ncnsive 
sestem of management. They ime not combined 'wit the 

fSSS^SJ^f ta " k ' “* " rai>,ic 5 v “" d ~ 

«» ?•* tank,. They arc mlXU r y S’ ? ,d 

Settle?” rCq "' ral 01 ,hc bink Lllatte 

(14) Indian banks have iio association of . 

i$S Jltt”'"--" TI ’SV have 

areSIferrttttte 111? f 

'die eyes of the general public The p,.„f i T , banks in 
has suffered the 5 most onfin's acSiin^ ^ an * of ^d,a 

(1G) There has been a great dearth nf . 

-and there has, therefore been nM-oi °‘ ra, ! ied personnel, 
•ble for trained bank staff. htc Soracuha ‘ of a scram- 
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SUGGESTIONS TOR IMPROVEMENT 

In order to remove the above difficulties and defects, the 
following measures may be successfully adopted. 

(1) As has already been suggested, the Government of 
the country should patronise only Indian banks and all of 
them— not only the Imperial Bank. It has placed certain 
restrictions on these banks on the grounds of safety. These 
must be accompanied by concessions, and the most import- 
ant of them will be a patronage of the Government. It 
should make all payments by means of cheques and insist 
on the same being done by institutions under its control 
as well. 

( 2 ) Restrictions should be placed on the opening of and 
doing business by the foreign banks. They may not be 
allowed to open branches in inland towns and receive 
deposits beyond a certain limit. Provisions may also be 
made for the elimination of competition between them and 
the Indian banks in other spheres as well. 

(3) The Imperial Bank of India with its vast resources 
should, instead of entering into competition with the Indian 
banks, take up the financing of foreign trade and industries. 

(4) Equitable mortgages should be allowed in important 
towns, as they form ' tlic most convenient type of security 
both from the bankers’ and borrowers' point of view. 

(5) Use of bills and hundis should be made more freely 
with a view to make discounting more popular. This can, 
however, be done by adopting certain measures whose 
discussion will be made later on. 

(G) Banks should grant more of personal loans. This 
can be made possible only by maintaining by the bank 
managers personal relations with the bazar people, and for 
this purpose, it is necessary that they should belong to the 
same locality and not be outsiders. It has often been 
observed that local people are in a better position to build 
business than the outsiders. 

(7) Banks should conduct their business in the langu- 
age known to their clients. This will facilitate their 
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dealings with them and result in larger business to be 
built up. 

(8) They should adopt the simplicity and economy of 
the indigenous bankers They may form partnership with 
them on 'Commandit principle’ as has already been explain- 
ed. They must also not be very rigid in following their 
rules of business. Indian banks are noted for their delay 
in making the payment of a cheque. It is really an oideal 
of the first class for a customer to obtain the payment of a 
cheque from any one of them. 

(9) Only persons capable of understanding banking 
principles and taking part in the actual conduct of the 
business of a bank should be included in its directorate. 
High sounding names should cease to have an attraction 
for the banks. 

(10) Indian banks should form an association of their 
own and work in esprit dc corps. 

(11) The Reserve Bank of India should give financial 
assistance without any grudge to such banks as deserve it 
whenever the) need the same. This will inspire confidence 
in them. 

(l>) Banks should take up promising university gradu- 
ates and give them the necessary technical training. Some 
such action is essential in the best interests of sound and 
progressive banking. There arc B. Com. graduates with 
Banking qualifications. They may also be of great help. 


LEADING INDIAN JOINT STOCK BANKS 
Central Bank of India 

The Central Bank of India was established m 1911, 
mainly due to the untiring efforts and banking genius of 
Sorabji Pochkanwala in whom it found a managing director 
of rare abihties. His death in 1938 was realiv a serious 
blow- to the Indian banking in general and the Central 
Bank of India in particular. This bank at present tops the 
list of all joint stock, banks in every respect whether we 
take up capital and reserve, deposits, branches or any other 
item of business. The year 1923 was a turning point in 
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the bank’s career. It saw the amalgamation of the Tata 
Industrial Bank with it which resulted in an increase of 
its capital and reserve liability from Rs. 80 lakhs to 
Rs. 268 lakhs, deposits from Rs. 14 crores to Rs. 18 crores, 
and the ratio of the former to the latter from 5 to 7 per 
cent to 17 to 18 per cent. The bank opened its first branch 
in Karachi in the early phase of the I Great War, and by its 
close the number had reached to 5. In 1934, the number 
of its offices was 68 ; in 1937, it was 89 ; in 1938, 101 ; 
in 1940, 132 and in 1943, 217. No Indian bank has faced as 
much difficulty as this There were as many as 9 runs on 
this bank during the first twenty-five years of its foundation. 

This bank like the Imperial Bank is represented in 
all the provinces of the country. The average rate of in- 
terest offered by it on time and demand deposits taken 
together is lower than what is paid by other leading Indian 
banks. Since 1921, it has been showing separately the 
aggregate interest paid on fixed deposits and current de- 
posits. Ifi the twenties, fixed deposit rates were above cur- 
rent deposit rates by more than 2 to 3 per cent, and in the 
thirties by more than 1*3 per cent to 2 per cent. With 
the lowering m the margin of the rates of interest, there 
has been an increase in the percentage of current and 
savings bank deposits to total deposits. 

Bank of India 

The Bank of India was launched in 1906, and since 
then it has taken quick strides. In point of resources, it holds 
at present the second place among the Big Five. This bank 
has enjoyed a remarkable immunity from runs. It has 
followed a very cautious policy of expansion. For about 
20 years from its birth it had no branches. In 1945, its 
offices numbered only 28, of which as many as 5 were in 
Bombay, 3 in Calcutta, 4 in Ahmedabad, 2 each m Nagpur 
and Poona, and one each in Andhehri, Bandra/jamashedpur, 
Rajkot, Amritsar, Bhuj (Kutch), Junagadh, Karachi, 
Madras, Palanpoveraval and Surat. It is thus a bank of 
mostly Bombay Presidency. It showed the courage of 
opening a branch outside India also at Mombasa m 1921, 
but the same was closed only after being in existence for 
two years. It bas«sought to maintain a comparatively large 

19 
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ratio of capital and reserve to its deposit liabilities. 

This bank also does not offer high rates of interest to 
attract deposits and its investments are also very liquid 
and safe. It commenced with a dividend of 5 per cent/in 
1907, and has gradually increased the same, the 1915 divi- 
dend being 22%. 

Allahabad Bank 

The Allahabad Bank is the oldest among Indian joint 
stock banks, it was launched in Allahabad in 1805. In 
1922, the P. & O. Banking Corporation made an offer of 
affiliation which was accepted by its shareholders. The 
P. & O. paid Rs. -136 for each fully paid share of Rs. 100 
which had never been quoted in the market above Rs. 365. 
Along with the transference of its ownership there was also 
a transference of its head office to Calcutta. In 1927, the 
Chartered Bank of India, Australia and China purchased a 
majority of its shares from the P. & O. and hence there was 
again a change in its ownership. ' 

This bank has also followed a very cautious policy. 
Its first branch was opened at Cawnporc m 1888. in 1917, 
the total number of offices was only 12 The subsequent 
growth has no doubt been slightly rapid, but it docs not in 
any way reflect upon its adverse position. In 1913, the 
total number of its offices was 71. The percentage of cash 
to deposits has also been fairly large. Besides, its invest- 
ments have always been m the most liquid form, i.c., in 
Government securities. This policy is no doubt sound from 
the point of view of safety, but it is not good from the point 
of view of giving encouragement to the trade, industry and 
commerce of the country. 

From the point of view of resources, the bank ranks 
third amongst the Indian joint stock banks. It operates 
chiefly in the United Provinces and the Punjab. Its rate of 
dividend has been 16 per cent in recent years. 

Punjab National Bank 

... T * ie Punjab National Bank was registered in 1895, and 
ju 1 i e ?* ra * °f lu^ia, it is a purely Indian manag- 
ed bank. It has, all along its career, been making a slow 
and steady progress In 1943, it had 184 offices in all and 
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most of them were concentrated in the Punjab. From the 
point of view of resources its position is fourth among the 
Indian joint stock banks. Like some other Indian banks it 
has had difficulties but they have all been tide away with 
success. 

The bank does not pay very high rates of interest for 
"attracting deposits. But its rate of earning has always 
been lower than that of other banks. It is due to the fact 
that its resources per branch are the lowest of those of the 
Big Five, the volume of deposits being small and the num- 
ber of branches being high. 

Bank of Baroda 

The Bank of Baroda was established in 1909. Its first 
branch was opened in 1919. In If 45, it had 3Loffices in all 
— most ol them being concentrated in Kathiawar and Gu- 
jarat. It has maintained a high cash ratio — generally above 
15 per cent. From the point of view oi its resources, it 
ranks fifth amongst the Indian joint stock banks. Its rate 
of gross profit is also very low mostly because in the area 
it operates, there is an abundance of funds, and hence a 
keen competition' for business among banks and private 
lenders. 

Bharat Bank 

The Bharat Bank was registered in 1942, and is an infant 
m comparison to other big joint stock banks. But its capi- 
tal is the highest of any other, i.e„ more than Rs. 2 crores. 
It has also opened quite a large number of offices — 216 in 
March, 1943 and compares very favourably with even the Cen- 
tral Bank of India. It has built up very high deposits as well 
and at present ranks sixth amongst joint stock banks. It 
has beaten a number of good institutions. Indian Bank 
and Bank of Mysore were sixth and seventh before its 
establishment. With this rate of progress, it might beat 
even some of the ‘Big Five’ in near future and take up then- 
position. 

United Commercial Bank 

The United Commeicial Bank was established m 1944. 
Its capital is also higher than that of any of the ‘Big Five' 
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excepting the Central Bank of India, i.e., Rs. 1 crore. It 
has also got a very promising future. 

Indian Bank 

The Indian Bank ranked sixth amongst the joint stock 
banks. Its place has, however, been taken by the Bharat 
Bank. This bank \\ as registered in 1907 . It is even now 
the largest bank in South India. Its Head Office is in 
Madras and it had in 1943 50 offices in all — most of them 
having been opened in the years' after 1935. The bank is, 
a Nattukotai Chetties bank' in the Sense that most of 
its shares are held by this class of people. A very high 
percentage of loan has also been made to this class of 
people. The Chetties are themselves bankers and act 
as intermediary between the bank and the borrowers. 
The bank prefers the personal security of the Chetties to 
that of goods, etc. This is the reason why it avoids invest- 
ment in Government securities and holds a considerable 
proportion of funds in the form of loans) advances and bills. 

It has not suffered in any way for this. Other banks can 
take a lesson from it and employ with advantage indigenous 
bankers as intermediaries. 

Bank of Mysore 

The Bank of Mysore was launched in l’T2. Though its 
resources always have been very large, it has been granted 
the privilege of being a scheduled bank only very’ recently, 
i.e., in the year 1943. Prior to this, the same could not be 
possible, probably because it had no office m British India, 
The rate of dividend for the last several years has been 14 
per cent. 

Other Banks 

There are a number of other banks which are' of consi- 
derable importance, viz . Comilla Banking Corporation, 
Cormlla Union Bank, Bank of Jaipur, Discount Bank ofi 
India, Exchange Bank of India and Africa, Habib Bank,* 
Hindusthan Commercial Bank, Punjab and Sind Bank, 
Traders Bank, and Union Bank. 

OBLIGATIONS OF SCHEDULED BANKS 

It has -already been observed as to which banks can 
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"become -scheduled banks. They are required, in addition, 
to fulfil certain obligations. First of all, a scheduled bank 
is required to keep an account with the Reserve Bank of 
India and maintain in it a balance of at least 5 per cent 
of its demand and 2 per cent of its time liabilities. For 
this purpose, it has to intimate to the Reserve Bank the 
name of the banking office of the latter bank at which it 
desires to maintain its principal account. The scheduled 
banks are allowed to open accounts with the Reserve Bank 
at any or all places where it has its offices or branches 
provided the former also have .their offices or branches at 
such places. If a scheduled bank has no office or branch 
at the same place as the office of the Reserve Bank at which 
ihe principal account of the Bank has to be maintained, 
.it is allowed to open an account at such office of the Re- 
serve Bank. A scheduled bank has also to send to the 
■Central Government and the Reserve Bank a weekly return 
of its position in the form prescribed by section 4=2(2) of the 
Reserve .Bank Act. Where the Reserve Bank is satisfied 
that the furnishing of a weekly return is impracticable in 
the case of a particular scheduled bank by reason of the 
geographical position of the bank and its branches, it may 
require the scheduled bank to furnish a monthly return in 
/lieu of the weekly return. This return is also required to 
/be sent to the same office at which the principal account of 
•the bank is maintained. In the event of failure to send the 
/return on the prescribed day or maintain the minimum 
balance referred to above, a penalty is imposed. For a 
■failure to send the return to the Central Government or the 
Reserve Bank, as the case may be, or to each on the pres- 
cribed day a fine of one hundred rupees for each day 
-during which such failure continues is levied. And for a 
ifailure to maintain the prescribed minimum balance, a bank 
■is required to pay to the Reserve Bank in respect of each 
.day during which the default continues penal interest at a 
rate of .three per cent above the bank rate on the amount by 
which. it (fails short of this minimum, and if on the day fixed 
for the next return such balance is still below the prescribed 
minimum as disclosed by this return the rate of penal inter- 
est is .lacreased to a rate five per cent above the bank rate 
.in respecCof -that day and each subsequent day on which the 
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balance held at the bank at the close of the business on 
that day is below the minimum. The penalties imposed 
for both the defaults are payable on demand which is made 
by the Deposit Accounts Department of the office of the 
Reserve Bank where the scheduled bank maintains its 
principal account and sends weekly returns, and in the 
event of a refusal by the defaulting bank to pay on such-, 
demand, action can be taken in a court of law. As some 
of the banks were in the habit of not maintaining the pre- 
scribed minimum balance with the Reserve Bank and 
preferred to pay the penal interest, by a recent amendment 
to the section laying down the penalty in November 1940, 
j.e , the Reserve Bank of India (Third Amendment) Act, 
1940, the penalty for default has been made even more 
stringent by empowering the Reserve Bank to prohibit 
defaulting banks from accepting fresh, deposits during the 
continuance of the default and by penalising directors and 
their officers wholare knowingly and wilfully parties to a 
default. 


THEIR PRIVILEGES 

The scheduled banks have also been granted certain 
privileges, and the most important of these is that they 
can get financial accommodation in the shape of the redis- 
count of eligible bills or loans and advances against eligible 
■'Ccurities from the Reserve Bank. The kind of bills which 
the Reserve Bank may discount and the various securities 
against which it may make loans and advances are men- 
tioned in section 17 of the Reserve Bank Act, and financial 
accommodation can be obtained only on their basis. The 
lending policy of the Reserve Bank as well as the kind of 
accommodation - which scheduled banks may obtain fioin 
the Bank have been explained in the Bank’s Memorandum, 
dated the 7th December, 1948 on 'Discounts for and 
Advances to Scheduled Banks’ and may be recapitulated' 
here briefly. In conformity with the usual practice off 
central banks in other parts of the world and with a view 
to promoting the development of banking on sound lines 
in this country, the Reserve Bank in extending its credit 
to the scheduled banks has to take into consideration not 
only the nature of the security offered to it, but also the 
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office or pay office, and at which there is an 
agency of the Reserve Bank, free of charge • 

(c) other remittances to its principal account sub 

Sir*- 

following rates : S treasu ry agencies, at the 

Upto Rs. 5,000 1 / 1 * 0 / - 

Over Rs. 5,000 "* Re - 1) 

Actual t-w, , ”• L l°-7o (Minimum Rs. 3-2) 

Actual telegram charges are realised m addition 

All hn . 0bUgation ' s of non-scheduled BANKS 
contained mtbe InffianQ t0 COnform to the regulations 
Bui their 0bI^Sr,SiX?. < hA” , ? ,d '"“‘ A ‘“ .» 
cribed Returns and the^ma nfeSn' SUbm c ,ssl 5 )n of the pres- 
mmimu-n cash balances with ih^ ° f tf|e P rescr <bed 

recapitulated here once more L i h r ° wn , selve s may be 

are concerned, we have alrearkf fa * aS j schedul ed banks 
case the Return is reouired nodced them. I n their 
Bank of India, not to the remsffia to the Reserve 

balances are also required to K? Strar, . and the minimum 
not With their ownseives As reLT mtained ™th it and 

it may be said that those' h^™ S d ^2° n ' scheduled banks 

tanST™?- ,r0m 'SS 01 fe i” British I„d5 
Banks operating in British ir,?i- ° ns ‘ ® the non-scheduled 

pSIsllSiisI 
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Since loth February, 1945, a non-scheduled bank may 
also open an account with the Reserve Bank of India subject 
to the following terms and conditions : — 

(1) It maintains a minimum balance commensurate with 
the volume of business transacted and in no case less than 
Rs. 10,000. The Reserve Bank has the right to prescribe a 
higher minimum if the labour involved in keeping the' 
account is out of proportion to the balance maintained, and 
to close the account if the minimum is not maintained. 

(2) The account is not to be treated as an ordinary 
current account and cheques in favour of third parties are 
not to be issued. It may, however, be used for remittance 
purposes and inter-bank transactions 


TEST QUESTIONS 

1. What are the provisions contained in the Indian Com- 
panies Amendment Act, 1936 and 1944 regarding banking 
companies ? 

f nto what classes Indian joint stock banks have been 
bankas ' 1 Descr ibe in detail what you know of the scheduled 

3. What is the present position of the Indian joint stock 
the n .r S s P ecfaH e ief ^ 0Ut clearly 

Hav;th?vZ th K e8e fi CtS ? n \ r ° rldWar 11 on Indian Banking. 

™ l een beneficial or detrimental to the same’ What 
do you think is its future 5 

stock ba defeds of IlK han joint 
stock banks ? Give suggestions for their improvement. 

joint’stock binks. 101 " 1 ° n S ° me ° f the Im P°rtant Indian 
bank's ? Wh3t ^ thS ° bheatl0nS and Privileges of the scheduled 

some touch with'the non sdiedZrl^HZ ° f Indla maintains 
does it afford to them ? D0D - Scheduled banks > What facilities 



CHAPTER XVII 

IMPERIAL BANK OF INDIA 

The circumstances under which the Imperial Bank 
of India was created and the conditions under which it 
carried on its operations till the establishment of the 
Reserve Bank of India have already been dealt with in the 
twelfth chapter. But there are certain other matters con- 
cerning it which must be taken up at this stage, and of 
these the most important is the question as to why this 
bank was not made a full-fledged central bank and a new 
institution had to be created as such. Then, we shall look 
up to other things. 

REASONS FOR WHICH THE IMPERIAL BANK WAS NOT 
MADE A FULL-FLEDGED CENTRAL BANK . 

(1) First of all, a central bank must have a broad national' 
outlook in the absence of which it cannot be expected to look 
to the country’s economic well-being and bring about an 
advancement of national banking in it. Imperial Bank of 
India never evidenced it. On the other hand there were 
illustrations cited before the Hilton-Young Commission 
which went to prove that it refused assistance to Indian 
banks even against government securities. While vast 
credit lines were extended by it to non-Indians, even reason.- 
able facilities were refused to the people of this country. 

(2) Indian banks had always been looked by it withi 
competitive eyes and more as rivals rather than compli- 
mentary units in the country's banking system. Under the 
circumstances no change of policy could be expected 
merely by placing upon it the responsibilities of a central 
bank. 

(B) The large number of branches which the Imperial 
Bank of India had, were regaided as an unnecessaiy 
appendage to a central bank which can regulate fhe money 
market through its branches only at the most important 
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places. A central bank, m fact, fulfils its mission by mere 
existence than by actual operations. Finally, with a large 
'number of branches its energies would have been dissipated 
in their management rather than m the control of the 
banking system of the country. 

(4) The directorate and management of the bank being, 
preponderating!}' non-Indian, it could not be expected' 
to feel the needs of the country and act in its interest 
specially when they were against those of their respective 
-countries 


(5) Its transformation into a central bank\vould have 
necessitated far-reaching changes to be made in its work- 
ing and its shareholders might not have liked these. Under 
the circumstances, bitter "feelings would have arisen be- 
tween them and the state, and the beginning of the career 
of a central bank with such unfortunate events would have 
been extremely undesirable. 

(6) The Imperial Bank of India had been established 
with the avowed objeci of earning profits, while a central 
bank has, on occasions, to forego them in the interest of 
he country at large. When a boom has to be checked, a 

cen ral bank has to refuse loans and iaise the rate of 
Th! r ?, St ’ W l lle a co , lnm ercial bank would not like to do so 
cherL-pH 1S * ^ cas e when a depression has to be 
onen mo i- 1 ! iereiSthesamedlfficult y with regard to the 
sill off H p et c° pera . tl0ns ; A centr3 l bank has generally to 
mid nurchase e th| tie !i dunn § a boom period at low rates 
.rates ^ * em dunn g a depression period at high 

meraaUruifiVj 1 f ran , ce ’ de France combines com- 

S it is inf ™ nCt K, 0nS vwth the central banking frnc- 
sUuation n 5l m P 10 eVer >' c <>«ntry. In fact, the 

has few sensitive P ff eSlS t neverthesame - While France 
funds to invest abroad' 11 ' 2 /’^- ds ex P ort h ade and large 
in her export tradp anrl , J ndlabas many sensitive elements 
both on private and nnhr^ obb § a ti° n< 5 to foreign investors 
-stances, the Imperial 3C ?° Unts U "der the circum- 

■bankmg functions with d not combln e commercial 

Further there was n h % Central bankin g functions. 

was the question of its competition with 
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other banks. There was already an outcry of some banks- 
regarding this matter against it. Had it been given the 
functions and status of a central bank without depriving it 
of its commerciarbanking function's, it would have become' 
far more powerful and would have been able to offer more 
serious competition to them and might have even thieatened: 
the existence of some. In fact, the holder of the ultimate 
reserves of the country should not itself be the channel 
through which the credit is given to individuals and firms. 
Moreover, it could not have functioned as a bankers' bank 
also because it might have been tempted to withhold suffi- 
cient help from its rivals even if they needed and deserved.! 
it ; and they far from regarding it as their saviour in their 
time of need would have for this reason also been always 
suspicious of its attitude towaids them and jealous of its 
privileges. Further, the bank would have been suspected 
of managing the currency more in its own interest thaa 
those of The country. Finally, it could not have been able 
to perform both the commercial and central banking func- 
tions efficiently, as it would have been heavily burdened. 

(8) Although it had been given the right to obtain loans- 
upto a maximum of Rs. 12 crores from the Paper Currency 
Department of the Government at the bank rate subject, 
to a minimum limit of 6 per; cent for the first Rs. 4 crores 
and 7 per cent for the remaining 8 crores, on the security 
of the inland bills or hundis of an equal amount, with a 
view to enable it to assist the money market ifi the busy 
season, it could not be at all successful in preventing the 
very wide range of seasonal fluctuations in the interest 
rates and the very high levels which they reached in certain, 
times of the year. 'The retention of the ultimate control 
of currency in the hands of the government and the peculiar 
arrangement by which aid from currency reserves was 
made dependent on particular levels of the bank rate were, 
no doubt, aggravating factors in the situation.' Still, it 
cannot be doubted that it lay in the power of the Imperial 
Bank to moderate the range of fluctuations but it preferred, 
its own profits to national interests and exploited to the 
full the highly seasonal demand for currency. This is only 
-one of the instances. Truly speaking, it failed to act as a 
central bank in' various spheres it had been given power 
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to act as such. 

THE APPREHENDED CONSEQUENCES OF THE DEPRIVATION 
OF ITS COMMERCIAL BANKING FUNCTIONS 
From the above discussion it has become clear that 
much of the position would have been improved by the 
deprivation of its commercial banking functions. But it 
could not be done as certain dire consequences were appre- 
hended. These were as follows . — 

{1) There are many places where Imperial Bank is the 
only bank doing commercial business. These would have 
been deprived of their banking facilities. 

(2) In many places where there are also the branches 
of other banks, its cessation of taking up commercial bank- 
ing functions would have given them its monopoly. This 
would have resulted in a loss to the people in general. 

The Imperial Bank , has inspired confidence in the 
public and many persons have deposited their money with 
it. They would have been compelled to withdraw at least 
what they had deposited in fixed deposit accounts with it 
as it could not have been allowed to continue receiving 
deposits in fixed deposit accounts because the same would 
have meant allowing it to compete with other banks. The 
Reserve Bank ot India has also not been allowed to receive 
deposits on interest with this very view. Acceptance of 
deposits on interest presupposes profitable investment and 
hence the risk which a central bank cannot undertake keep- 
ing in view its position Most of the deposits in current 
accounts would have also been withdrawn as they are kept 
with a view to obtain, other banking facilities and these 
would not have been available, had the bank ceased to carry 
on commercial banktng functions. The situation would 
have been aggravated, had it been decided to close riiost of 
its branches, as they are regarded to be an unnecessary 
appendage to a central bank. Many of the persons com- 
pelled to withdraw their money from the Imperial Bank 
would not have liked to invest it anywhere else and might 
have converted the same into hoards. 

(4) The Imperial Bank of India has raised the standard 
of commercial banking by its own working. If left to 
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themselves, other banks might have lowered it down. This 
would have been quite detrimental to the interests of the 
country. 

THE 1934 IMPERIAL BANK AMENDMENT ACT 

The Imperial Bank of India was not made a full-fledged 
-central bank and a new institution viz., the Reserve Bank 
of India had to be raised. This necessitated certain 
changes in the working of the Imperial Bank and these 
were brought about by the i 93 J= Imperial Bank Amend- 
ment Act. As a result of the same, it has become a fully 
commercialised bank freed from certain restrictions on its 
business. As was pointed out in Chapter XII, the Imperial 
Bank Act had laid down the business that it could and 
could not undertake. The 1934 Imperial Bank Amendment 
Act could not surely temove all the restrictions on its 
business as its position is still required to be safeguarded 
and specially because it has become the sole agent of the 
Reserve Bank in places where it has its branches and the 
Reserve Bank has no office of its own. The aforesaid Act 
contains the provisions allowing it the following : 

(1) Conducting of any business in its London office. 
Previous to this, it could not open accounts for persons who, 
within three years, were not either its customers in India or 
those of the Presidency Banks. 

(2) Opening of branches outside India in London and 
elsewhere. Previous to this as has already been observed 
it had a branch in London only and could not have it in 
any other place. 

(3) Conducting of banking business in the country itself 
more freely than till that time. It can now grant loan or 
cash credits on the shares of the Reserve Bank, on the 
debentures issued under the authority of municipal board or 
committee, or rulers of native states with the sanction of 
the Governor-General-in-Council, or of limited liability com- 
panies and on goods hypothecated to it as security on the 
authority of the Central Boaid by its special directions in- 
stead of only on goods actually in its possession. All these 
things weie not previously allowed. Again, the period allow- 
ed for loans meant to finance seasonal agricultural opera- 
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tions has also since then been extended to nine months in- 
stead of to six months for all loans as previously. Finally, 
holding of immovable property as security for any_ loan or 
advances has also been since then allowed in certain cases. 

(4) Borroxcing of money outside India for conducting Us- 
business This was also not allowed previously. 

The control of the Government has also been since then' 
loosened. The Governor-General-in-Council now appoints 
only two non-officials as directors, and one officer as a mem- 
ber of the Central Board without any pow’er to vote. Re- 
gulation 54 of the old Act of 1920 has also been repealed- 
and this means that the Governor-General-in-Council has 
now no power to issue instructions to it regarding any 
matter, or call for any information, or insist on the 
publication of its assets and liabilities in whatever form he 
desires. He can, however, appoint auditors to examine and 
report on the affairs of the bank even now in case of 
necessity. 


THE EXECUTIVE OF THE IMPERIAL BANK 

To safeguard regional interests and give the bank 
a large freedom in banking, it has got three local offices at 
the headquarters of the three Presidency Banks. Each local 
office has got a local board elected separately by the 
shareholders whose names stand on the registers of 
their respective areas. The local board consists of one 
president, one vice-president, one secretary, one treasurer, 
and not less than three members. Subject "to the bye-law T s 
made by the Central Board, it has the power generally to 
transact all the usual business of the bank, and as regards 
entries in the branch registers, respectively kept at the- 
local offices, the power to examine and pass or refuse to 
pass transfers and transmissions and to approve or refuse to 
approve transfers of shares and to give certificates of 
shares. 

Then, there is a Central Board consisting of the fol- 
lowing as directors : 

(1) the presidents, vice-presidents and secretaries oE 
the local boards ; 
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(2) one person elected from amongst themselves by 
"the members of each local board ; 

(3) a managing director appointed by the Central 
Board for a period not exceeding five years on such terms 
as it directs, and eligible for re-appointment by it for such 
further periods not exceeding five years in each case as it 
thinks fit ; 

(4) such number of persons not exceeding two and 
not being officers of the Government as are nominated by 
the Governor-General-m-Council. They hold office for one 
year but are eligible for re-nomination ; 

(5) a deputy'managing director appointed by the Cen- 
tral Board ; 

(6) an officer of the Government nominated by the 
■Governor-General-m-Council. 

The directors specified in (5) and secretaries specified 
in (1) and the officer specified in (6) are at liberty to attend 
all meetings of the Central Board and to take part in the 
deliberations', but they are not entitled to vote on any 
■question arising at the meeting ; provided that the deputy 
managtng director is entitled to vote in the absence of the 
managing director. 

The function of the Central Board is to supervise 
.generally the affair and business of the bank and to exer- 
cise all powers and do all such acts and things. as may be 
exercised or done by the bank and are not by the Act 
expressly directed or required to be done by it in general 
meetings. For its guidance and that of the local boards, 
it has made a number of bye-laws concerning important 
matters. 

There are the provisions also for holding annual 
general meetings and special meetings of all the share- 
holders or only those enlisted on a branch register to pass 
the accounts or transact such business as may be placed 
before them. 

BUSINESS WHICH THE BANK IS AUTHORISED 
TO TRANSACT 

The bank is authorised to transact the following 
business : — 

20 
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(11 to advance money and open cash credit upon the 
•security of (a) slocks, funds and trustee securities including 
those of a Local Government or the Government of Ce> Ion 
and shares of the Reserve Bank of India ; (6) securities 
of the state-aided railways sanctioned by the Governor- 
General-in-Council for investment , (c) debentures, etc., 
issued under the authority of any Act of a legislature 
established in British India, or on behalf of a district 
board or a municipal bo.>rd or committee, or debentures, 
etc issued on the authority of a Prince or Chief of an\ 
State in India sanctioned by the Governor-Gencral-in- 
Council or of limited liability companies subject to the 
directions issued by the Central Board, (rf) goods pledged 
with, or hypothecated to it under the authority of the 
Central Board by its special directions, or the documents 
of title to them deposited or assigned with it, (e) accepted 
bills and promissory notes endorsed by the payees and 
joint and several promissory notes of two or more persons 
or firms unconnected with each other in general partner- 
ship, and (/) fully paid shares of limited liability companies 
or immovable property or documents of title relating 
thereto as collateral security where the original security 
is one of those specified in (a) to (ci) and subject to the 
directions issued by the Central Board where the original 
security is of the kind specified in (c). In the case of 
advances to the Secretary of State, however, no security is 
needed if the Central Board so thinks. 


(2) to sell and realise proceeds of such sales of, pro- 
missory notes, debentures, stock receipts, bonds, annuities, 
stock, shares, securities or goods or documents of title 
thereto as might have become bank’s, in lieu of the default 
of payment of loans in connection with which they might 
have been deposited. 

(A) to advance money to Court of Wards upon the 
security of the estates in their charge or under their 
superintendence and realise it along with interest. Such 
advances are, however, to be made with the previous 
sanction of the local government concerned and tor not 
more than nine months for the purposes of financing 
second agricultural operations and not more than six 
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.months in other cases. 

(4) to draw, accept, discount, buy and sell bills of ex- 
change and other negotiable securities ; 

(5) to invest funds of the bank on securities specified 
in from (a) to (c) of (l) and convert them into mom y, and- 
alter, convert and transport them for or into othtrs of the 
investments specified in (1) ; 

(6) to make, i«sue and circulate bank post bills, letters 
of credit to order or otherwise than to the bearer on 
demand ; 

(7) to buy and sell gold and silver whether coined or 
uncoined ; 

(S' to receive deposits and keep cash accounts on 
various terms ; 

(9) to accept charge of plate, jewels, title deeds or other 
valuable goods on various terms ; 

(10) to sell and realise all property both movable and 
immovable, coming in the bank’s possession, and acquire 
and hold, and generally deal with any right, 'title or interest 
in any property movable or immovable coming in its 
possession ; 

(11) to transact pecuniary agency business on commis- 
sion and enter into contracts of indemnity, suretyship or 
guarantee with specific security or otherwise ; 

(12) to administer estates for any 'purpose whether as 
an executor, trustee or otherwise ana act as agent on com- 
mission to buy, sell, transfer and take charge of any secur- 
ities or any shares in any public company : to receive 
proceeds whether principal, interest or dividends of any 
securities or shares ; and to remit such proceeds by public 
ui private bills of exchange, payable either in India or 
elsewhere ; 

(13) to draw bills of exchange and grant letters of 
credit payable out of India ; 

(14) to buy bills of exchange payable out of India at 
any usance not exceeding nine months in the case of 
those relating to the financing of seasonal agricultural 
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operations or six months in other cases ; 

(15) to borrow money for the purposes of the bank’s 
business and give security for it by pledging assets or 
otherwise ; 

(16) to subsidize from time to time pension funds of 
the Presidency Banks ; and 

(17) generally do all such matters and things as may 
be incidental or subsidiary to the transacting of business 
mentioned above. 

BUSINESS WHICH THE BANK IS NOT AUTHORISED TO 
TRANSACT 

The bank cannot transact any business other than those 
specified above and in particular the following : — 

(1) making of any loan for a longer period than six 
months or nine months as in (3) and (14), on the security of 
its own stock or shares, or on that of mortgage or other- 
wise of any immovable property or the documents of title 
relating thereto except as specified in (3) ; 

(2) discounting of bills for and advancing money to 
any individual or partnership firm for an amount exceeding 
in the whole at any one time the prescribed sum save upon 
a secuuty mentioned in (a) to ( d ) of (1) ; 

(3) discounting or buying, or advancing and lending, 
or opening cash credits on the security of ,any negotiable 
instrument of any individual , or partnership firm payable 
in the town or at the place where it is presented for dis- 
count which does not carry on it the several responsibi- 
lities of at least two persons or firms unconnected with .each 
Other in general partnership ; and 

(4) discounting or buying, or advancing and lending, or 
opening cash credits on the security of negotiable security 
which is not eligible for the investment of trust funds or 
which falls due if drawn for the purpose of financing sea- 
sonal agricultural operations after more than nine months 
•and if drawn for other purposes after more than six months 
from the date of the proposed transaction. 

1 " t! * 
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AGREEMENT OF THE RESERVE BANK WITH TIIE IMPERIAL 

BANK 

Section 45 of the Reserve Bank of India Act laid down 
for an agreement between the Reserve Banli and the Im- 
perial Bank and the Third Schedule thereto contained pro- 
visions for incoiporation in it. This was entered into and 
signed by both tiie parties on its 'approval by the Govcrnor- 
General-m-Council. Under it, the Imperial Bank has be- 
come the sole agent of the Reserve Bank at all places in 
British India where there is a branch of it and not of the 
Banking Department of the Reserve Bank. In considera- 
tion of the performance by it, on behalf of the Reseive 
Bank, of the functions which it had been perfoiming on 
behalf of the Governor-General-in-Council at these places, 
the Reserve Bank has to pay it a commission on the total 
of the receipts and payments dealt with annually by it on 
that account In the beginning, for the first ten years, it 
was at 1/10 per cent for tiie first Rs. 250 crores and at 1/32 
per cent for the remaining sum. Alter the expiry of this 
period the remuneration to be paid for every next five years 
was to be determined after examining the cost to the Imper- 
ial Bank of performing these functions, and hence this ha c 
been done very recently. The revised commission rates 
are on the first Rs. 150 croies at 1/10 of 1% ; on the next 
Rs. j. 50 crores over Rs. 150 croies at 1/32 of 1%; on 
the next 300 crores over 300 crores at 1/04 of 1% ; and on 
the remaindei at 1/128 of V%. Further, there was also a 
provision' for the payment, to the Imperial Bank by the 
Reserve Bank for the former's keeping open branches not 
less in number than those at the commencement of the Re- 
serve Bank Act, of Rs. 0 lakhs per annum duing the first 
five years> of Rs. G lakhs per annum during the next live 
year=, and of Rs 4 lakhs pei annum during the subsequent 
live years. The Imperial Bank cannot open any branch in 
substitution of a branch existing at the time at which the 
agreement came into force without the approval of the 
Reserve Bank. The Reserve Bank is, however, free to open 
its ow n offices at any place, notwithstanding the fact that 
the Imperial Bank has up till then^acted as its apent at • 
those places. 
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The agreement is to run for 15 years and thereafter 
until termination after 5 years' notice on either side. It is 
conditional on tne Imperial Bank’s maintaining a sound 
financial position. If m the opinion of the Central Board 
of the Reserve Bank, the Imperial Bank at any time fails to 
do this or to fulfil the condition of the agreement, it is 
permitted to approach the Governor-General-in-Cot>ncil who 
is authorised to issue instructions to the Imperial Bank with 
reference to the agreement or to any matter involving the 
secunty of Government money or the assets of the Issue 
Department of the Reserve Bank with it, and on the disobe- 
dience of the same by it, he lias the power to terminate the 
agreement 

ADVANTAGES DERIVED FROM ITS ESTABLISHMENT 

A number of advantages have been derived from the 
•establishment of the Imperial Bank of India. These may 
be given here as under : — 

(1) When the Presidency Banks were amalgamated 
into the Imperial Bank, they had altogether 59 branches 
between them. Under the agreement entered into between 
the Imperial Bank and the Secretary of State for India, the 
former was required to open 10U new branches within a 
period of 5 years from tlie date of its commencement. 
By March l'."26, this obligation had been fulfilled and 102 
new branches had been opened till that time. At the end 
of 1945, however, it had more than 400 offices. There were 
many places which had no office of any modern bank at the 
June of its opening an office. No doubt, in some of them, 
offices of other banks have been opened since then. But 
there are still more than 100 places which have got only an 
' office of the Imperial Bank. This means that these places 
have received banking advantage only because of the 
Imperial Bank. 

(2) It has inspired confidence in the public. There 
had been numerous failures of joint stock bapks, and 
people had no confidence left in them Imperial Bank was, 
till 1944, a Government bank, and they knew that it could 
not fail. Even now, it has got a unique position because 
of- its being a sole agency of the Reserve Bank, the pre- 
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truer bank of the country. As a result of this, money was 
and continue to be deposited with it/ The bank, by coming 
to assistance of the joint stock banks at different times 
when runs were made On ’ them also prevented their 
failures. This had the further effect of inspiring con- 
fidence of the public in them also. Due to this, deposits 
with Imperial Bank and also with the joint stock banks 
have appreciably increased. Opening of new branches by 
it has also led to the conversion of the hoards in those 
places into bank deposits if -not to the fullest extent to 
some extent. It can / thus safely be said that the Imperial 
Bank has done a service to the country by mobilising its 
capital. 

(3) The places where the bank has opened its branches 
have also received the benefits of its advances. Not 
•only this, but the rate of interest in them has also been 
appreciably reduced. In addition to this, the rate of 
interest in places where there is no branch of the bank has 
also gone down due to the fear of the bank being induced 
to open its branch there. This has not been done by only 
indigenous bankers ; but joint stock banks too have done 
so. As the Imperial Bank had previously the Government 
balances with it, the funds that it could employ in this 
way were sufficiently huge. It had also been given, as 
we know, the power of getting emergency currency issued 
to the extent of Rs 12 crores. This had the -effect of 
steadying the high rate of discount that prevailed during 
the busy season. 

(4) Because of a very large number of its branches, 

it could gtve more of remittance facilities also. Not only 
did this bank give the increased remittance facilities but 
the joint stock banks too were enabled to do this. The 
commission charged for rendering this service was also 
sufficiently reduced. ‘ 

(5) It was also expected that the bank would be able 
to increase the use of bills, by giving rediscounting facilities. 
This was, however, not accomplished, as the joint stock 
banks did not like to disclose their bill portfolios to one, in 
competition with them. However, the bank finances the 
movement of a large proportion of crops by means of 
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advances against stocks, the discounting of bills, and the 
purchase and sale of demand drafts and telegraphic transfers. 
The bank has also succeeded in reducing the difference 
between its own hundi rate and the birar rate. It lias also- 
reduced to some extent the variations in the rates of the 
Bombay, Calcutta and Madras markets. 

(G) It has also built up close relation? with the provin- 
cial and district co-operative banks and allows them over- 
drafts, etc 

(7) The bank established clearing centres at its im- 
portant branches and thus provided to other banks this 
facility for the lirst time in the country. The number of 
cheques cleared increased every year. 

(d) The Imperial Batik floated and managed the public 
debt through its numerous branches and thus made the 
Government securities available more freelj to the public. 

(9) It has been able to secure to its customers the 
advantages of its being in touch with the most important 
of the international money markets as it has got a London 
branch. 

ErFECTS or THE ESTABLISHMENT or THE RESERVE 
BANK UI’ON ITS USEFULNESS 

The usefulness of the imperial Bank has not at all 
been affected by the establishment of the Reserve Bank. 
As has already been obser\’ed, it continues to inspire the 
same confidence in the public as m the past. As it lias 
been freed from certain restrictions on its business, its 
usefulness to the public has, truly speaking, increased, 
Row it can grant loans for a longer period and against 
securities of various kinds. It can also take up exchange 
business now. 

IMPERIAL BANK AND THE 
\ GENERAL PUBLIC 

From the above, it is obvious that the Imperial Bank 
of India has been of great use to the general public, its 
customers, joint stock banks, co-operative banks and Go- 
vernment. First of all, there is the general public it 
has been benefited by the popularising of the banking. 
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business. We have already seen how by opening new 
branches and by being a Government bank and since the 
establishment of the Reserve Bink of India by being its 
sole agent and finally by coming to the assistance of the joint 
stock bulks, it has inspired confidence among the public 
and inculcated the banking habit , gradually. Besides, the 
staffing of its innumerable branches has required men 
trained m the methods of bmlctng and this has stimulated 
very considerably the tr fining and employment of Indians 
as b inkers. Thus, a binking career has been created in 
the country, and this has surely relieved other crowded 
careers though to only a very small extent. 

IMPERIAL BVNK AND ITS CUSTOMERS 

With the utilisation of the Government balances, it was 
able to give to its customers the benefits of the low rates 
of discount, and interest. Further, bv calling for an in- 
creased volume of currency from the Currency Department 
of the Government during the busy season, it bridged the 
gap between the discount rates between the busy and slack 
seasons. Then, it has a London branch. Its first advant- 
age has been the establishment of a close relation of 
the bank and through it of its customers with the most 
important of the international money markets. Secondly, 
it obtains trustworthy information regarding English 
traders and hands it over to those of indian customers, 
who wish to enter into business; relations with them. 
Thirdly, it secures sterling hubs for local bodies, and 
effects the investments of the money of its Indian custo- 
mers in international securities. Finally, with its numer- 
ous branches, -it gives greater banking facilities to its 
customers. 

IMPERIAL BANK AND JOINT 
STOCK BANKS 

The Imperial Bank of India was expected to be the 
guide, friend and philosopher of the joint stock banks 
rediscounting their bills and satisfying their needs for 
credit. But it failed utterly in this respect. Being m 
competition with the joint stock banks it could not inspire 
confidence amongst them and this was the most needed to 
enable it to perform the furjetjons mentioned above. The 
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joint stock banks did not rediscount their bills with it ‘ for 
the fear of disclosing the names of their customers to their 
rival. They also avoided to obtain credit from it lest 
the public might know it and become suspicious of their 
position. In certain cases, it was charged with a policy 
ol discrimination in favour of the European managed banks 
as against those managed by Indians. There are, however, 
instances of the assistance rendered by the Imperial Bank 
to the joint stock banks and to that extent it surely pre- 
sented their falling into misfortune. It undertook to repay 
50 per cent of deposits including current accounts and 
savings bank deposits of the Alliance Bank of Simla im- 
me lately on the suspension of its payments and thus 
prevented the rum of many. The bank has also been 
advantageous to them in other ways. As already pointed 
r, 11 ,’, 1 gave them remittance and clearing facilities. 
, es ’ '*■ before them by the example of its own 

cessfully achieve Wbicb at ^ east some them could suc- 

IMPERIAL BANK AND THE 
CO-OPERATIVE BANKS 
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overdraft* Z Impenal Bi,lk which grants them 

° dva ' lces m various other forms It has 
■maintained very good relations with them. ' 
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available by the bank at whatever places they were needed. 
Finally, as it floated and managed the public debt, its 
administration was greatly improved. The small investors 
began to go more freely for Government securities than it 
used to be the case formerly. 

IMPERIAL BANK AND FOREIGN BANKS 

Tf may be said that the establishment of the Imperial 
Bapk has not in any way resulted in disadvantage to the 
foreign banks. Before the passing of the Amendment Act 
of 19 4, as we know, it could not undertake exchange 
business and hence there was no fear of its offering any 
competition to them Since the passing of the above Act 
also though it has been allowed to carry on this business, 
it has not undertaken it so far. As against this,- it may 
be said that there has always been maintained a very cordial 
relation between the officers of both the banks. 

AN ESTIMATE OF THE POSITION AND THE BUSINESS 
OF THE IMPERIAL BANK 

The Imperial Bank has been enjoying a very proud and 
privileged position since its establishment. Till 193 1 , it was 
a government bank and a bankers’ bank *nd oince then it 
ha^> been the sole agent of the premier bank of the country? 
viz., the Reserve Bank. This has led to the creation of a 
sense of security and confidence in the minds of the public 
with regard to it, and this fact is, in fact, more responsible 
for the huge amount of deposits it has been able to accu- 
mulate than any other. From the point of view of the 
number of offices 402 in 1944, the amount of capital 
(Rs. 5,02,5 0,0> 4 ), reserve fund (Rs. 5,62,50,U00), deposits 
(Rs. 212,88 lakhs) and what not, it is the biggest bank in 
the country — even bigger than the premier bank itself. 
Even if we take up all the banks belonging to a particular 
group together, as is evident from the following it stands 
m a better position than some of them. 

A comparative position of the several classes of banks 
as at the end of 194i tn respect of their paid-up capital and 
reserves, deposits, cash balances, investments and loans and 
advances in relation to their deposits has been given on 
the next page. _ 
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With its vast resources, the bank is regarded to be a 
formidable rival by the Indian joint stock banks. It has 
been the most aggressive and has broken their monopoly 
in many places. Uhas entered even the mandis and com- 
petes with the joint stock banks in the financing of agricul- 
tural trade. Previously it granted loans for six months 
only but as we already know they have now been extended 
to a period oi nine months, it grants loans now on the 
basis of all kinds of securities— goods, immovable property, 
documents of title to them, securities, etc. The rate of 
interest charged by it is also lower than that charged by 
other banks. 

It has also now been allowed to deal in foreign ex- 
changes. But this business has so far been not taken up 
by it, and hence theic is no competition between it and 
the exchange banks, ft is in a position to compete with 
'them very successfully, 

* The bank is managed mostly by non-Indians. It has 
failed to employ Indians on responsible posts. This lias 
resulted not only in making its expenditure top-heavy, but 
also in bringing it into disrepute in the eyes of the Indian 
people. It is, however, as already stated very popular 
-with them in view of the confidence it has succeeded in 

• inspiring in them. - 1 


FUTURE POLICY OF THE IMPERIAL BANK 

The future policy of the Imperial Bank should be to 
fall in lines with the national sentiments. Its officers 
must pay special attention to the removal of the suspicion 
'from the public mind that they resort to racial and' politi- 
cal discrimination. The situation may be improved by 
Indianismg the higher staff. This will help it in building 
.up more business, because of the greater touch that these 
■people shall be able tp maintain with the public in general. 

L 0 ^ 0 resu ^ * n economy m the establishment charges. 

, e bank must also encourage the use of the Indian 
languages. It should also avoid unhealthy competition 
- with Indian joint stocks. There are various other busi- 
nesses which it may undertake. First of all, now when 
it has been allowed to deal in foreign exchanges, it must 
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take tip this business. As will be seen later on, the foreign 
banks which monopolise at present in this business do not 
act in the interest of this country. They favour tht 
businessmen of their respective countries, and always keep 
in mind interests of their own nationals rather than those ol 
the Indians. There is a pressing need oFsome Indian bank; 
which may break up their monopoly ; and no other bank ir 
the country e.\cepting the ‘Imperial’ with its vast resources 
is capable of doing so. The bank may also take greater 
interest in providing assistance to industries. It can well fill 
up the gap in the Indian banking system in that sphere. 

Even as it is, the bank can do a lot. First of all, it can 
remove the scarcity of commercial bills by pursuing a liberal 
policy in rediscount'ng the bill« of indigenous bankers. 
This can also be done by discriminating between the dis- 
counting rate and the interest rate for loans against first 
class securities. The former should be a little lower than 
the latter. Secondly, it should show a greater consideration 
to the indigenous bankers. They may be relied upon for the 
collection of bills and cheques m the same way as the joint 
stock and co-operative banks are relied upon. It may form 
with them a partnership in places where it thinks it cannot 
have a whole time office due to the paucity of business on 
‘Commandit principles’ on the lines recommended for the 
joint stock banks. 


TEST QUESTIONS 

1. What are the -reasons for which Imperial Bank was not 
made a full-fledged central bank ? In this connection also mention 
the apprehended consequences of the deprivation of its commercial 
banking functions. , 

2. Wbat changes have been brought about by the Imperial 
Bank Amendment Act in the kinds of business the Imperial 
Bank may undertake, the constitution of its managing body, and 
the power of the intervention in its affairs by the- Governor- 
General-in-Council ? 

3. What is the present constitution of the Central Board 
of the Imperial Bank ? Mention also what you know of its 
Local Boards. 
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4. What are the businesses which the Imperial Bank can 
now undertake, and what are those which it is still prohibited 
to do ? 

5. What are the provisions contained in the agreement 
entered into between the Imperial Bank and the Reserve "Bank? 
What have you to say in this connection ? 

6. What advantages have been derived from the establish- 
ment of the Imperial Bank ? What in your opinion have been 
the effects of the' establishment of the Reserve Bank upon its. 
usefulness ? 

7. Of what use has the Imperial Bank been to the general 
public, its customers, joint stock banks, co-operative banks* 
Government, and foreign banks ? 

8- Give estimate of the present position of the Imperial 
Bank. What in your opinion should be its policy in future ? 



CHAPTER XVIII 

EXCHANGE BANKS 

Exchange banks are the banks with their head offices 
abroad. Though the epithet to them suggests that they 
undertake only exchange business, this is not so. Besides 
doing this business, they conduct ordinary banking bush 
ness as well, i.e., they lend money at call, make invest- 
ments, grant loans, issue commercial and travellers’ letters 
of credit, receive deposits and do agency business. But they 
specialise in purchasing and discounting foreign bills and 
supplying foreign exchanges, and it is this special feature 
that differentiates them from the other banking institutions 
of this country. The financing of the foreign trade of India 
is practically in their hands. Really speaking, th * fact that 
the Presidency Banks uere not allowed to deal in foreign 
exchange business gave scope for these banks to specialise 
in it Even the Imperial Bank was not allowed to under- 
-takc^it till l'.)34. At present also, as we already know, it 
does not undertake it to any appreciable extent. As far as 
Indian joint stock banks are concerned, none of them was, 
till a few years backj m such a sound position as to take up 
this business. Exchange business can only be undertaken 
by an institution if it has got vast resources. No doubt, 
some of the Indian joint stock banks do now command 
them, but there is the question of early start. The foreign 
banks doing this business have been doing it for long and 
cannot let any other institution intrude on it. The Central 
Bank of India undertoox this business some yeais back but 
it was probably due to this reason that it could not make 
much headway* The circumstances under which the'ex- 
change banks were established here in India, and the pro- 
gress they have made since then are already known to us. 
It now remains only to examine their present position, 
methods of business, and suggestions for the removal of 
defects, if any. 

PRESENT POSITION 

As already stated, the number of the foreign banks 
working in this country in the year 1945 was only 16. They 
ffiad 80 offices in all. The most aggressive were Llyods 
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Bank with 17 offices, Grindl.iy & Co., with 14 offices, 
National Bank of India with 11 offices, Chattered Bank of 
India, Australia and China with 3 offices, Mercantile Bank 
of India with 7 offices. Besides, the Chartered Bank of India, 
Australia and China with its association with the Allahabad 
Bank which had in that year 71 offices usurped this business 
in many other places. 

As these banks do not publish separate balance sheets 
for their business in India and Burma nothing can be said 
with regard to their capital and reserve fund. Their deposits 
compare very tavourably with those of the Indian joint 
stock banks and the Imperial Bank. The foreign banks 
pay interest on demand deposits al>o, and this compels the 
Indian joint stock banks as well to do so. They are respon- 
sible f( r a higher rate of interest also. 

Their percentage of cash to deposits was 19*3. This 
is very low in comparison with that of the other banks — 
Imperial Bank 25*9 and Scheduled Banks (only Indian joint 
stock bank) 2.T6. 

No figure of their investments is available in India and 
Buima, and hence nothing can be said on this score. 

the methods of their business 

Under this heading we have to consider only the 
methods of financing India’s foreign trade, as the methods 
of doing other kinds of business do not vary from what are 
adopted by the Imperial Bank and other commercial banks 
of the country. This work usually consists of two operations, 
vis., (L) the financing from the Indian port to the foreign 
port or vice versa, and (2) the financing from or to the 
Indian port, to or from, the upcountry distributing or 
collecting centres. The whole of the first kind of business 
and in some cases the second kind of business also is in the 
liands of these banks. As already seen, they have got a 
number of branches in the inland towns and ate associated 
with one or more of the Indian joint stock banks. It 
is through them that they perform the second class of 
business. 

Trade accounts between India and foreign countries 
are settled through bills. When goods are exported from 

21 
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this country, a D/A or D/P bill is drawn on the foreign 
importer or on some firm of au accepting house or bank 
in London with which the foreign importer may have 
opened a credit. It is either purchased by or discounted 
with a foreign bank doing business in India. The amount 
of the bills so drawn is usually in sterling and banks 
pay it in Indian currency according to the current rate 
of exchange on that particular date. Most of these bills 
are documentary and at ninety days’ sight. However, 
sight bills as well as those of more than ninety days’ sight 
are sometimes drawn. Then, most of them are D/A bills, 
only a small proportion being D/P. In fact, here in India, 
there are banks of almost every country, and they give a 
good reference of the nationals of their respective countries, 
and thus enable them to import on D/A term. In cases 
where the foreign importers open credit with some London 
firm of an accepting house or bank, there is no need of any 
reference, and the bills drawn are naturally D/A. Hence, 
it is only when good reference is not available or credit is 
not opened with some London firm or banker that D/P 
bills are drawn and such instances are certainly very rare. 
The rate for a three months' bill is higher than that fora 
sight bill, because it also includes interest for the duration 
of the bill at the rate prevailing at the centre on which it 
is drawn. 


The bills purchased or discounted by the foreign banks 
are sent to the importer or the office of the firm or bank 
with which a credit has been opened and accepted. After 
the endorsement of the holding bank, they can be dis- 
counted in the open market, thus enabling the holding 
bank to receive in sterling wffiose equivalent had been paid 
by it in rupees in India The holding banks may also keep 
the bills till maturity, if they do not require funds imme- 
diately, or have no chance of employing them more 
profitably. 


Coming to imports, they are also financed in two ways 
The first is generally used in connection with imports by 
Indians, and those foreigners wffio fail to provide a good 
reference or to open a credit with some London firm of an 
'accepting house or bank. It consists of the foreign ex- 



EXCHANGE BANKS 


323 


porters’ drawing 60 clays' sight D/P bills on importers in 
this country and discounting them with their respective 
banks doing business in India. The discounting banks also 
receive letters of request and hopothecation from the 
exporters in their favour and thus become holders of value 
for bills. They, then, present them to the importers who 
accept them jiut do not receive documents attached thereto, 
as these cannot be delivered before their payment under 
the terms. But as without securing them, delivery of the 
consignments cannot be obtained and any delay in doing 
it entails a heavy loss arising out of the demurrage required 
to be paid for not clearing them, the importers apply to the 
banks which deliver them shipping documents on the 
condition of the consignments released on ’their basis 
being held by them in the form of trust and obtain from 
them trust receipts. 

The other method is generally used in connection with 
the imports by non-Indians, ft is very rarely that good 
references are supplied of Indians and they are enabled to 
open a credit with some London firm of an accepting house 
or bank. In such cases it is used in connection with the 
imports by Indians as well. Undent, the foreign exporter 
draws a bill on the firm or bank with which the credit has 
been opened. It may be with the exchange bank itself. 
An advice to this effect is given at the time of the sending 
of the indent to the foreign exporter. The drawee firm or 
the bank accepts the bill on icceipt of the documents and 
sends them for delivery to the importer. The exporter is 
now in a position to discount it in the discount market. 
The importer places the accepting firm or bank with funds 
a few days before the date of the maturity of the bill 
accepted by him on his behalf. 

The import bills are also generally drawn in staling. 
In case, they are drawn on importers in this country, 
interest is charged from the date of the drawing of the 
bills to the approximate date of the arrival of their pro- 
ceeds in the exporters’ country. In case they are drawn 
on a London firm of an accepting house or banker they 
are discounted in the London market at the prevailing 
rate of discount which is always lower than the rate 
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of interest charged on the former class of bills. Discount 
is charged on these bills only for the period they have 
to run. Non-Indian importers tn India and some "of the 
Indian importers who are enabled to open credit with a 
London firm of an accepting house or bank get an advant- 
age over other competitors who are financed in the former 
way. It may also be pointed out that in case an Indian 
importer is enabled to open credit with a London firm of an 
accepting house or bank, he is required to deposit- at least 
13 to 20 per cent of the aggregate amount at the time- 
of the opening of such a credit, while the non-Indian 
importer is not required to do so From this, it is evident 
that Indian importers suffer from serious drawbacks while 
non-Indian importers in this country are always placed at 
an advantage over them. 


As has been observed, almost all our import and export 

^! S t^. ro n ri, Sterhng ; T ltlS on! y in connection with 
our trade with China and Japan that they are drawn in 

th«™“jens!" r “ ’ S ' n rUpees ' and 

India has normally a favourable balance of trade and 
hence exchange banks have a surplus of sterling. ’ Thi& 
surplus ,s purchased by the Reserve Bank of India 8 which 

Sir * 6 h ° me Charg ? on behalf of th c Government 
of India Jn case any surplus is left with it even after 
meeting the home charges, it is invested by it in sterling 

realising the sterling securities If m o„ PPl Ies the same by 
ResmAank of Inl^sboZ by 

and sell sterling at fixed raf P c I statutes to purchase- 
^10,000. 8 rates ln sums of n ot less than, 


defects in the financing of foreign trade 
T , , , . . BY FOREIGN banks 

for,i Bn e tot l C s , L' e " 0 i 1 h 4 u fi " al ’""S of our fore.gn trade by 
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(1) Our export and import bills both are drawn mostly 
in sterling. This makes it nccessaiy that they should be 
rediscounted in London money market. Introduction of 
rupee bills will go a good deal "hi ward to encourage the 
development of a bill market in this country. 

(2) Indian importers have to import largely on D/P 
terms. This is due to the exchange banks not supphmg 
good references of them. We already know its disadvant- 
age to them. 

(5) Even those Indian importeis who are enabled to 
open credit with a London firm of an accepting hou i e and 
are thus enabled to have the advantage of D/A terms, are 
icquired to deposit with the exchange banks 15 to 20 per 
cent, of the aggregate amount in advance. It is not 
required of non-lhdian importers. 

(4) While in the case of non-Indians, the documents 
attached to the import bills are sent to their offices for 
examination, in the case of Indians it is not so'donc. They 
are called to the banks' offices for this purpose. ’ 

(5) The foreign banks compel the importers to utilise 
the shipping services of their own nationality. 

(0) They also insist on insurance with foreign insurance 
companies. 

(/) They charge' a penalty for the late completion of 
exchange contracts. It has already been observed that 
they obtain trust receipts from the Indian importers before 
releasing the documents attached to D/P bills. 

There are some more disadvantages of the foreign banks' 
doing business here in India. 

(1) They have not 'appointed Indians on responsible 
posts though they have been working in this country 
tor long. 

(2) They are opposed to the development of exchange 
business by Indian banks and try to create difficulties 
before them. 

(3) They have opened their branches in the interior of 
the country also and thus compete with Indian banks in 
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other spheres too. 

(4) They acquire share* in Indian joint stock banks 
and thus use them to their own advantage. 

(r>) They oppose the constitutional _ reform* in this 
country on the plea of danger to their special interests. 

THE QUESTION or LICENSING AND RESTRICTING 
EXCHANGE BASKS 

As a result of the above complaints against exchange 
banks the question of licensing and restricting them has 
several times been discussed. The Central Banking En- 
quiry Committee recommended the abandonment of the 
open door policy with regard to them. Germany, Italy, 
japan, Canada and several others have a system of licens- 
ing foreign banks. Now that the Reserve Bank of India 
has been established here it may become the licensing 
authority. In fairness to the existing foreign banks, it 
mav be said that they should be given licenses freely for a 
definite period and these must be renewed provided the 
licensing authority is satisfied that the provisions of the 
Indian law applicable to them and other conditions men- 
tioned in the license have been duly earned out. One of 
the conditions must be that they should make separate 
returns in regard to their Indian and non-Indian business. 
It will enable an easy ascertainment of the position of 
Indian interests in the aggregate interests of the banks. 
It has also been suggested that in case of failure of 
any foreign bank, the interests of Indian depositors stand 
in need of protection. But the contingency contemplated 
is only theoretical, as those institutions with tluir vast 
resources and strong position cannot be ordinarily over- 
thrown. No doubt, there is some danger when a war 
breaks out. But at such times, as we know, the assets of 
the banks involved are not allowed to be transferred and 
hence there cannot arise any question of difficulty. Next, 
they may be prohibited from opening new branches in the 
interior of the country’. But there is a doubt with regard 
to the acceptance of this condition by the Governor- 
General-in-Council who has got a special responsibility tc 
safeguard the already existing British interests in the 
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country. In lieu of or in addition to the prohibition of 
opening new branches, it has sometimes been suggested 
that restrictions should be imposed on the aggregate depo- 
sits which these banks may raise in India. It is also 
proposed that no foreign bank should be permitted to 
obtain a controlling interest directly or indirectly in any 
Indian bank. This restiiction is Very necessary with a 
view to prevent them from evading the restriction regard- 
ing the opening of branches. The license should also lay 
down that the whole staff, except the manager and one 
more official in each branch, must be Indian, Finally 
these banks should be required to pay full income-tax on 
their profits earned in this country and leveal all accounts 
to the tax authorities to enable them to assess the tax 
satisfactorily. 

If licensing and restricting of the business of foreign 
banks is not brought about, they must themselves improve 
their working by adopting the following methods, if they 
wish to create good will among the Indian people. They 
cannot do without it, specially in view of the awakening 
of the Indians and the possibility of their getting full 
freedom in near future. 

SUGGESTIONS FOR IMPROVING THE WORKING 
OF FOREIGN BANKS , 

(1) They must give good references of the reliable 
Indian importers in the same way as they give of .the reliable 
non-Indians. 

„ ( 2 ) They must help them in opening credic with a 
London firm of an accepting house without compelling 
them 'to deposit 15 or 20 per cent of the aggregate amount 
in advance. Failing this, they must themselves accept the 
bills on their behalf. 

(3) They should not place any impediment on the 
drawing of rupee bills. The bank rate of the Reserve Bank 
has been at 3 per cent for long and under the circum- 
stances if rupee bills are allowed to arise, there is a possi- 
bility of the emergence of a discount market in this 
country. 
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(4) They should appoint Indians to responsible posts. 
This will result in the improvement of not only their 
business in this country but also in tha't of their relations 
with the people m general. 

(5) They should work in harmony with' Indian banks 
and give up their antagonistic attitude towards everything 
belonging to this country. They must also come Jui agree- 
ment with Indian insurance companies Th’eji^is _also a 
possibility of the emergence of Indian shipping, and in case 
it comes into existence, they must support it Their oppo- 
sition to the constitutional advance of the country should 
also be given up. 

SUGGESTIONS FOR INCREASING THE PARTICIPATION OF 
INDIANS IN THE HANDLING Or FOREIGN EXCHANGE 
BUSINESS 

Whether foreign banks are licensed or bring about an 
improvement in their working or do not do anything, there 
is the need of increasing the participation of Indians in the 
handling of foreign exchange business. In spite of the fact 
that a number of British banks had been established for 
this purpose in this country, American, Japanese, French, 
Dutch and other banks were established This is due to 
the reason that the extent of a nation’s participation in its 
foreign trade depends entirely upon the banking facilities 
obtained by those actually engaged in it. It is but natural 
that the banks of a country should give better facilities to 
their own nationals. Germany and Japan could improve 
their foreign trade and the participation of their nationals 
in it by establishing their own banks to handle the exchange 
business. The Central Banking Enquiry Committee and 
the foreign experts both realised it and hence suggested that 
well-established Indian banks should open foreign connec- 
tions for the benefit of their customers on the lines of the 
German banks. 


Besides, a number of other suggestions have also been 
given by different authorities with the same end in 
view. First of all, it was suggested that Imperial Bank of 
India should be allowed to take up this business The 
restriction caused much annoyance to a large section of 
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Indians. It was imposed upon the Presidency Banks with 
a view to avoid risk attendant to it. But since the coun- 
liy's adoption of the exchange standard there was no such 
thing and hence there was no reason for its continuance. 
The Imperial Bank of India was, therefore, by the Imperial 
Bank Amendment Act, 1934, freed to take it up. As was 
•pointed out by its Managing Governor before the Central 
Banking Enquiry Committee, its staff could be trained for 
it in a short time. But the bank has, in spite of all this, 
not shown any interest in this business. There are, how- 
ever, some people who say that its policy being anti-Indian 
there could not be-any advantage to the country had it even 
-shown interest in it. There is every possibility of its frater- 
nising with the existing exchange banks. 

The Central Banking Enquiry Committee recommended 
the establishment of a Government exchange bank. But 
this was to come in existence only if the Imperial Bank did 
>not take up this business. Its capital was to ‘be subscrib- 
ed mainly by the Indian joint stock banks and any defi- 
ciency was to be temporarily made good by the Govern- 
ment. There were some members who favoured the 
taking up of all the shares by the Government. Besides, 
they were also opposed to the proposal that the Imperial 
Bank should be induced to develop exchange business on 
the ground that so long as more than one-half of its shares 
■continued to 1 be in the hands of non-Indians, it could not 
be regarded as a predominantly Indian institution. The 
ground for their favouring the talcing up of fill the .shares 
by the Government was that the situation created by the 
monopoly of the exchange banks being difficult, the full 
■resources and prestige of the state were needed to bear 
upon it for a considerably long time. The proposed Indian 
-exchange' bank was, however, to be forbidden to engage 
in inland business with a view to avoid competition with 
the Indian joint stock banks. 

The proposal of the establishment of an Indian ex- 
change bank on the initiative of the state was opposed by 
some people. Mr. Subedar, an important member of the 
•committee recommended the taking up of the exchange busi- 
ness by a department of the Reserve Bank whose accounts 
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of the business were to be separate, and whose reserves were 
to be built up separately to meet am Io-ses that might arise 
from jt He was doubtfulmf the Government accepting the 
proposal of establishing an Indian exchange bank. He was 
also afraid that the transfer of the business from state to- 
private hands which was so desired in the long run could 
not be effected if an Indian exchange bank was to be creat- 
ed. On the other hand, he said that this could be brought 
about very easily if it was taken up by the Reserve Bank. 

There was another suggestion made by the Central 
Banking Enquiry Committee, viz., that a bank controlled by 
Indtnns'and non-Indians belonging to the countries \viti> 
which India trades, as equal partners, should be established 
to take up this business Foreign trade is between two- 
parties and it was pointed out that it is opposed to 
the interests of both, that one of them, either Indian 
or non-Indian, should dominate its Finances. The rupee 
capital of this ‘joint bank' was proposed to be supplied 
by Indians, and foreign capital by foreigners abroad, and 
it was to be under joint supervision. The profits were 
also to be divided naturally among the partners. 

Still another opinion was that the British banks doing 
major portion of their business in India should get them- 
selves registered here and convert their sterling capital into 
rupee capital and transfer their head offices from London to- 
India. The advantage of this transformation was consider- 
able to the British shareholders as the banks could be there- 
by assured of» not only retaining their business but also 
of making additions to it, otherwise there ts a certainty of 
their being subjected to drastic restrictions in this country- 
in near future and thus being crippled in their business. 
A necessary condition precedent to it was that of a change- 
in the ownership of more th m half of its shares from non- 
Indians to Indians. But whatever the consequences mav 
be, this is certain that the scheme cannot be expected to- 
find favour with the shareholders of these banks. 

TEST QUESTIONS 

1. Why is it that ths foreign banks have got the monopoly of 
exchange business ? Is there any justification for their being: 
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called exchange banks ? 

2 . What part do the foreign banks play in the inland bus! 
ness and what influence they wield upon Indian banking 
system ? 

3. What is the usual method in which the foreign trade of 
India is financed ? Describe in detail the process gcnerallj 
adopted in this connection. 

4. What are the detects of the financing of the foreign trade 
of India as at present ? Explain clearly. 

5. What criticisms are generally levelled against the 
foreign banks doing business m India ? Give your suggestions 
for improving the situation. 

6. What is your opinion with regard to the licensing and 
restricting exchange banks ? Give concrete proposals. On 
what lines do you think such banks can reform themselves ? 

7. Give your suggestions for the participation of Indians- 
in the foreign exchange business. In this connection also please 
mention the various schemes laid down by different authorities- 
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RESERVE BANK OF INDIA 

The Reserve Bank of India was established on April 
1 1935, in accordance with the provisions of the Reserve 
Bank of India Act, 1934 It is a shareholders’ bank having 
si share capital of rupees five crores, divided into ouu,v.)uu 
shares of Rs. 100 each, fully paid-up The entire share 
capital is owned by the public with 'the exception of the 
shares of the value of rupees two lakhs and twenty thou- 
sand which have been allotted to the Government of India 
-for disposal at par to Directors of the Central Board of the 
bank seeking to obtain the minimum share qualification. 
They are, however, required to be resold to the Goveinment 
at par on the cessation of a director fiom being a member. 
Separate registers of shareholders are kept at Bombay, 
Calcutta, Delhi, Madras and Rangoon, and each of them 
•serves a separate area as defined in the schedule I to the 
Reserve Bank Act. The following cannot hold shares — 


(L) Those who are not domiciled in India or Burma 
or are not Indian or Burman subjects of His Majesty or 
subjects of a State in India or Burma, or ' 

(2) those who are not British subjects ordinarily resi- 
dent in India or Burma and domiciled in the United King- 
dom or any part of His Majesty's Dominions the Govern- 
ment of which does or does not discriminate in any way 
against Indian or Burman subjects of His Majesty, or 

(3) those companies which are not registeied under 
Ibe Indian Companies Act, 1913, or societies which are not 
registered under the Co-operative Societies Act, 1912, or 
any other law for the time being m force in British India 
relating to co-operative societies, or banks which are not 
scheduled banks, or corporations or companies which are 
not incorporated by an Act of Parliament or by any law 
for the time being in force in any part of His Majesty's 
Dominions, the Government of which does or does not 
discriminate in any way against Indian or Burman subjects 
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of His Majesty and having or not having a branch iiv 
British India or Burma, or 

(4) companies or co-operative societies which are not 
registered in Burma under any law relating to companies 
or co-operative societies or banks which are not scheduled> 
banks. 

y At a general meeting of the 'bank or at any election, 
each shareholder has one vote for each five shares subject 
to a maximum of ten votes The capital of the Bank may 
be increased or .decreased on the recommendation of the- 
Central Board, with the previous sanction of the Governor- 
General-in-Council and with the approval of the Central- 
Legislature. The annual general meetings of the share- 
holders are required to 'the held within six weeks of the 
date on which the annual accounts of the bank are closed. 
Upto the end of the year 1939, the accounts were closed at' 
the encf of December but since then they are closed at the 
end of June. The Central Government have fixed the 
maximum rate of dividend under section 47 at 34 per cent 
and since the inception of the bank, it has been maintained.. 
t The residue of the profit goes to the Government. 

MANAGEMENT 

The general superintendence and direction of the affairs 
of the business of the bank is in the hands of a central 4 , 
board of directors which consists of the following : — 

(11 A governor and his deputy governors appointed by 
the Governor-General-in-Council after consideration of the 
recommendations of the central board, 

(2) four directors nominated by the Governor-General- 
in-Counctl, 

,3) eight directors elected by the shareholders on the 
various registers — two each for Bombay, Calcutta, and' > 
Delhi and one each for Madras and Rangoon, 

(4) one Government official nominated by the Governor- 
General-in-Council. 

Then, each area has got a local board whose functions- 
are to advise the central board on such matters as are 
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generally or specially referred to them and to perform such 
.duties as the central board delegates to them. Its con- 
stitution is as follows : — 

(L) five members elected from amongst them^'ves by 
■the shareholders who are registered on the register for a 
particular area and are qualified to vote, and 

(2) not more than three members nominated by the' 
central board from amongst the shareholders registered in 
•the register of a particular area with a view to secure the 
•representation of territorial or economic interests not 
already repi esented and in particular the representation 
bank| riCU tUra lnter£sts and the Inte rest of co-operative 


• ° f ‘J le . C , entr t al b0ard are held at least six times 

An cacli 3 ear and at least once in each quarter 


distribution of shares 


The shares were at first distributed 
areas as follows • — 


between 


different 


(Western) Bombay Register unnnnnn 

(Eastern) Calcutta Reg.ster K’SSffi 

(Northern) Delhi Register *" it'-nnnnn 

(Southern) Madras Register }'SoOO 

(Buima) Rangoon Register ™ 

aiiocating 0 mcr C e°ased 1 tmount C o[ ! sh d l! ' US o C f n secured b y 

wealthy and in.po?taS pSv, 0 „'^ ar ! T £l , f 1 1 *° tb « "»■* 
anceof Bombay and Calcutta hkd hi economic import- 
bv permitting the shares of 1 been ,. further secured 

•subscribed therein if lesTer ann Lon 6 ° f 35 Iakhs to be 
■from Delhi area. Bui nonsuch thfn^^ to be rcceived 
applications from Delhi area had lia PP en ed as the 

extent than was required been received - to a larger 

An attempt was also made to allot sharps: fo +1 i , 
number of people though in uc snares t o the largest 

5 to each. But the tendencv his , not less 'than 

forfhe shares to be concentrated ro“e5S r "J h 2 '““P'' 0 " 
h * 10 ■*. - provisionwas 'made i? mo 
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in the second amendment to tin 1 Reserve Hank Act of tliat 
year that no per-on could, after March *hi, I'.MU, in* regis- 
tered as a shareholder in respect of any additional share 
held by him whethir in Ins own name or jointly with 
.‘inothet person cr pei-ons in excess of a total nominal 
value of K's. J0,0>»U. The number of f hates, held in Bombay 
irea lias been increasing at the expense of those of other 
areas, 

criticism or Tin: reserve b\nk act 

As the successful working of the bank depends on a 
carefully formulated plan we must at this stage scrutin sc 
the Reserve Bank Act with a view to see if it Ins been 
wisely conceived. 

1 There is no guarantee of the fact that there will be 
a national control over the national currency and credit 
policy of the bank. No doubt the broad outlines of the 
monetary standard, its organisation and policy are required 
to be formulated by (he legislature which is supposed to lie 
a leprv-enUtive body of the national mtesests but its deci- 
sions aic subject to the vetoing power of the Governor- 
General and depend on his caprice. He is, in fact, autho- 
rised to refuse the introduction of any legislation concern- 
ing currency and exchange policy and there is every fear 
of his doing so if it runs counter to the pursuit of the 
Imperialist policy fiO far adopted by Mis Majesty V Govern- 
ment, The fixing of exchange rates of the rupee between 
Is. SjBJd. and Is, O^d, against popular opinion is a point 
of instance. 

1 . Tnough the fact that British subjects of those 
Dominions which discriminate against Indians have been 
•disqualified from holding any shaies of the Reserve Bank 
is surely a step in the right direction, it would have been 
still better had the permission to non-Indians to held 
-shares not been given at ail. As scheduled banks can hold " 
its shares, it is also possible that the foreign banks working 
in India may become its shareholders. But, as against 
this, it may be said that it has been wisely enacted that 
no bank olficer except that of a co-operative bank can 
become a director of the Reset ve Bank. 


/ 
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3. Urban co-operative banking tending to approximate 
to commercial banking, the joint stock banks consider the 
privilege given to a co-operative bank officer to become 
a director of the bank as utterly unjustifiable. 

4. There is the restriction of the right of a shareholder' 
to vote by a proxy except through a brother shareholder, 
and this is nothing but considerably wise The principle 
of one vote for every five shares and ten votes as the 
maximum for one share-holder is also good. 

5 . It ought to have been mentioned in the Act that 
the Governor-General in making nomination to the central 
board will not be prejudiced by racial or communal feel- 
ings Although the principle of securing continuity of 
policy is desirable, a provision ought to have been made, m 
the Act to the effect that at leasl two of the four nomi- 
nated directors would be changed after every five years. 

6. The currency of the country has been unnecessarily 
tied to the chariot wheel of sterling which has in itself 
no stability in value. The linking of one country’s cur- 
rency to another country’s currency is in fact a sign of 
dependence of one country upon another, and hence pro- 
duces an inferiority complex which ought not to be 
allowed to arise in any case. 

7. Modern banking being in its infancy in this- 
country, some of the provisions of the Act, a detatled study 
of which shall be made later on, do not conform to its 
requirements. These must be changed in the light of the. 
experience gamed so far and as suggested hereafter. 

FUNCTIONS 

The functions of the bank are two in number : — 

(1) Central, and (2) General. 

(I) Central 

1. The sole right to issue bank notes in British lndicr. 
Under the India and Burma (Burma Monetary Arrange- 
ments) Order, 19 17, it has also the sole right to issue bank 
notes in Burmi. It maintains a separate department called 
the Issue Department, the assets of which are kept distinct 
from those of its Banking Department. The assets of the- 
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Issue Department consisting of gold coins and bullion, ster- 
ling securities, rupee coins (rupee notes included since July, 
19*10), rupee securities and trade bills. Of these, 40 per 
cent must consist of gold coin and bullion and sterling secu- 
rities provided that the amount of gold coin and bullion is 
not less than Rs. 40 crores in value (to be reckoned at 
3 , 47512 grains of fine gold per rupee). The sterling securi- 
ties may consist of (a) balances held with the Bank of 
England, (b) bills of exchange bearing two or more good 
signatures and drawn on and payable at an}' place in the 
United Kingdom and with a maturity ot not exceeding 
90 days, and (c) the securities of the Government of the 
United Kingdom maturing within five years. There is 
a provision for a reduction in the percentage of these assets 
with the previous sanction of the Governor-General-in- 
Council for periods not exceeding 30 days in the first ins- 
tance, which may, with the like sanction, be extended from 
time to time by periods not exceeding 15 days, on condition 
of the Bank's payment to the Governor-General-in- 
Council a tax on the amount of deficiency at the bank 
rate for the time being in force with an addition of one per 
cent per annum when the percentage of the holding of 
these assets is not less than 2i and of a further lb per cent 
per annum in respect of every further decrease of 2b per 
cent or part of such decrease, but the tax is not in any 
event payable at a rate less than 6 per cent. The remain- 
der of the assets are held in rupee coins (rupee notes includ- 
ed since July l94u), Government of India rupee securities of 
any maturity, and certain kinds ot inland bills of exchange 
and promissory notes. 

In actual practice the bank has so far maintained a 
much higher percentage of gold and sterling securities 
. against its total liabilities. 

2. The right to hold the cash balances of the Scheduled 
Banks. As already vindicated, eveiy scheduled bank is re- 
quired to maintain with it a minimum balance equal to 5 
per cent of its demand and 2 per cent of its time liabilities, 
'this is with a view to enable it to use the reserve freely 
in emergencies to support the scheduled banks whenever 
they seek its assistance as a lender of the last resort. It is 
also possible for the Reserve Bank to influence the credit 

22 
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policy of the scheduled banks through variations in the 
cash holdings by means of open mirket operation-,, i.c , the 
purchase and sale of Government securities nr bills directly 
This can be done also through its bank rate policy. But 
there has so far not arisen my occasion for the bank to 
take these steps. Its bank rate has remained unchanged at 
3 per cent since November 8, L'J- 5 As regards its loaning 
policy, a mention of the same hasnlretdy been nude in the 
chapter on Commercial Banks. Finally, it grants agricul- 
tural credit as well on (he conditions already referred io in 
the chapter on Agricultural finance. 

3. The obligation to sell and purchase sterling at fixed 
rates with a viexe to maintain the external value of the 
rupee. First of all, it is obliged to sell, to any person who 
makes a demand and pays the purchase price in legal 
tender currency, sterling for immediate delivery in London 
at a rate not below Is. 5‘»d. for a rupee. Next, it is also 
obliged to putchase staling at a rate not higher than Is. 
Gf a d for a rupee. No person is, however, entitled to 
buy or sell an am aunt of sterling less than pounds ten 
thousand. It has also the obligation to meet the exchange 
requirements of the Government for which purpose it 
purchases sterling from the scheduled banks by weekly 
tender or at an intermediate tap rate. 

The usual method followed in this respect is that 
tendeis are invited 1 for the sale of sterling ordinal ily in 
amounts of not less than the equivalent of rupees one lakh 
once a week, the date on which these are to be received 
and the amount to which the bank' is prepared to purchase 
on that date being announced in the press and also in the 
notices exhibited at the offices of the bank at which the 
tenders are to be received. The purchases are made at all 
offices of the Banking Department of the bank as well at 
the branch of the Issue Department at Karachi. A tender 
may be made lor the total amount specified m the announce- 
ment or for any portion thereof but in a multiple of ^1,000 

After the outbreak of the war, the invitation of tenders for 
the sale of sterling has been discontinued. The bank purchases 
since then sterling by accepting immediate oflers. 
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but not for less than _^7,500. The quotation is required 
to be expressed in pence and a fraction of a penny per 
runee, such fraction being expressed in multiples of ^ of a 
penny. In fact, tender foims are available at each office. 
On the acceptance of the tender in part or whole, if in part 
in multiples of ,£1,000 except when it is for the minimum 
amount, i.e., 1,500, payment of the rupee equivalent is 

made on the presentation of a receipt to the effect that 
telegraphic instructions have been given to, the agents in 
London to pay the sterling immediately for the credit of 
the bank. This is done on Friday or if Friday is a holiday 
on such other day as may be specially notified. If any 
scheduled bank wishes to sell intermediate sterling, it makes 
the offer and the bank accepts or rejects it. In case of 
acceptance, the rate is communicated by the latter to the 
former. Offer for sales of intermediate sterling is never for 
amounts less than ^"25,000 in the case of Bombay and 
Calcutta, and £10,000 in the case of Delhi, Karachi, Madras 
and Rangoon. 

1. The right to transact Government business in India, 
and hold their balances free of interest. For this pprpose 
it has entered into separate agreement with the central 
government on April 5, 1935. Under this, it has under- 
taken to receive monies on Government account and to 
make payment up to the amount standing to its credit and 
also to carry out its exchange, remittance and other 
banking transactions free of any charge. At places where 
it has -no branches or agencies, the money-transactions are 
carried on by the Government itself at Government treasu- 
ries and sub-treasuries numbering 1 ‘300 approximately. It 
has also been entrusted with the management of the public 
debt and the issue of new loans, and for this it is allowed 
to charge half-yearly a commission at the rate of Rs. 2,0i)0 
per crore per annum on the : amount of public debt at the 
close of the half-year for which the charge is made. It 
maintains currency chests of its Issue Department at its 
offices and branches, -those of its agencies, and treasuries 
and sub-treasuries and keeps them supplied with sufficient 
notes and coins to provide currency for Government tran- 
sactions and public remittances. 

The debts of the Government may be long-term or .short- 
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term A detail of these is always published in the Annual 
Report on Currency and Finance, now issued by the Ke- 
serve Bank of India There are various forms of paper in 
which long-term debts have been floated, and they all go by 
the name of Government securities. 

Short-term loans are, however, issued in the form of. 
treasury bills and are usually for a period not more than" 
3 months Arrangement for their sale is made at ail the 
offices and branches of the Banking Department of the 
Reserve Bank (except at Delhi), either by tender or at an 
intermediate tap rate On a decision that the tenders 
should be called for, a press communique stating the date 
of the receipt of tenders, the amount and the currency of 
the bills offered for tender, and the date on which payment 
for accepted tenders will be required to be made is issued 
to the press for publication and is also sent to important 
banks, brokers and firms. The tenders contain the term of 
the bills applied for, the amount for which they are requir- 
ed and the rate which the tenderer is prepared to pay, which 
is expressed in rupees, annas and quarter annas for each 
Rs. 100 nominal of the bills applied for. Treasury bills are 
available in the denominations of only Rs 25,000, R s- 50,000, 
Re. 1 lakh, Rs. 5 lakhs, Rs. 10 lakhs and Rs. 50 lakhs. On 
a decision to sell intermediate treasury bills on tap, an 
announcement to this effect is ordinarily included in the 
communique giving the results of the tenders. ■ 

In case, accommodation for still shorter periods is 
required, it is available from the Reserve Bank in the form 
of Ways and Means Advances. 

On the ^inauguration of the provincial autonomy on 
April 1, 1937, agreements were also entered into between 
various provincial Governments and the Reserve Bank of 
India. Under India and Burma Order, 1937, an agreement 
was entered into also between the Government of Burma 
and the bank. Except in certain respects, such as the 
restriction on inter-provincial remittances, on the total of 
ways and means advances, etc., these agreements are more- 
or less similar to that entered into between the central 
government and the bank. Under the powers conferred on 
the autonomous provinces, they can now float both long- 
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teim and short-teim loans in the same way as {be central 
government. The provincial governments are, however, 
under the terms of the agreements, required to maintain 
with the bank such minimum balances as may be agreed 
between them and the bank from time to time. Any 
deficiency in the same is met by ways and means advances. 
For remittance of funds between one province and another, 
however, it charges a commission equal to that charged by 
it from the co-operative banks and societies — no charge 
being made for the transference of money in the same 
province. 

As a banker to the various Governments, it acts also as an 
adviser to them on financial matters. 

5. The obligation to perform certain subsidiary duties. 
The above are the fundamental central banking functions. 
Besides, there are certain ancillary functions which it carries 
on. These include (a) the supplying of different forms of 
cun ency, (b) the extension of remittance facilities, (c) the 
management of the clearing house, (d) the rendering of 
advice on financial matters, (e) collection and distribution 
of banking statistics, etc. 

Taking (a) the supplying of different forms of currency, 
first it may be said that the bank is under obligation to 
is^-ue rupee coins on demand in exchange for notes and 
vice versa. Since July 1940 rupee coins include one-rupee 
Goveinment of India notes as a temporary measure under 
the Defence of India Act. It is also under obligation to 
issue subsidiary coins and take them back. As all these 
forms of currency, i.c., rupee coins including one-rupee 
Gorernment of India notes and subsidiary coins are manu- 
factured only by the Government, there is a provision for 
the supply of these by it to the JBank. In case the latter 
has a surplus of them, ut can also give the same back to the 
former. 

Coming to ( b ) the extension of remittance facilities, as 
has already been obseived, it maintains currency chests 
of its Issue Department at its offices and branches, those 
of its agencies and treasuries and sub-treasurifes and keeps 
them supplied with sufficient notes and coins to provide 
currency for Government transactions and public remit- 
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t-inreci Since Oct 1, 1940, it has introduced a new scheme 
for remittances, under which concession rates for these 
have been extended to the public, co-operative banks and 
^nrieties scheduled banks and certain non-scheduled banks 
and 6 Indigenous bankers. The rates [or co-operative banks 
scheduled banks and non-scheduled banks have alread) 
been given These for indigenous bankers are the same as 
for non-scheduled banks, and those for the public are as 


1 


follows • — 

Up to Rs. 5,000 
Rate Minimum charge 
her cent Rs. as. p. 

1/S 0 4 0 

for drafts and mail 
transfers 

10 0 


Over Rs. 5,000 
Rate Minimum charge 
her cent Rs. as. p. 

1/16 6-4 0 


for telegraphic trans- j 
fers, telegram charges ' 
extra | 

As regards (c) the management of clearinghouses, it has 
been taken over by the bank in most centres where it has 
its offices and branches, the exception being in Calcutta 
and Cawnpore. In Calcutta, it is managed by a supervisor 
appointed by the General Committee of the Clearing Bank’s 
Association, and in Cawnpore by the Imperial Bank of 
India. In other places also where there is no office or 
branch of the Reserve Bank, the work is, of course done by 
this institution Though the bank is emoowered to frame 
rules for the regulation of clearing houses, it has not found 
it necessary so far to frame any such rules, and all the 
clearing houses consequently continue to retain their pre- 
vious autonomous character. 

Then, there is (d) the rendering of advice on financial 
matters. As already observed in their respective contexts, 
the bank renders advice on financial matters to various 
Governments, scheduled and non-scheduled banks, co- 
operative societies and banks, and land mortgage insti- 
tutions. In fact, it is prepared to render this service tc 
any body. 


Finally, there is (e) collection and diffusion of banking 
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statistics, etc. The bank prepares and transmits first of all 
to the central government a weekly account of its Issue 
and Banking Departments which is published by Govern- 
ment in the Gazette of India. Then, it publishes each week 
a consolidated statement of the returns received from the 
scheduled banks — a reference to which has already been 
made. Besides these, it supplies to the press from time 
to time communiques regarding treasury bill sales, clear- 
ing house figures, Government loans, etc. It has also now 
taken over from the central government, the compilation 
of the Annual Report on Currency and Finance, and 
of the Statistical .• Tables Relating to Banks in India. 
Finally, it publishes a monthly statistical summary, and its 
Annual Repoit. 

2. General Banking Functions 

1. The accepting of money on deposit without interest 
and also collection thereof, 

2. The purchase, sale and rediscount of bills of ex- 
change and promissory notes, drawn on and payable in 
India. These may arise (i) out of bona fide commercial or 
trade transactions, (it) in connection with the financing of 
seasonal agricultural operations, or the marketing of crops, 
(Hi) for the purpose of holding or trading in securities 
of the Government of India or a local government, or such 
securities of states in India as may be specified by the 
Governor-General-in-Council on the recommendation of the 
Central Board In the first case the purchase, sale and 
rediscounting can be clone if there are two or more good 
signatures in the instrument in question and one of which 
is that of a scheduled bank, in the second case, if one of 
these is that of a scheduled bank or of a provincial co-opera- 
tive bank, and in the third case, if there is the signature of 
only a scheduled bank. The period of maturity in these 
cases should not be more than ninety days exclusive of days 
of grace in each case respectively. 

‘3. (a) The purchase from and sale >to scheduled banks 
of sterling m amounts of not less than the equivalent of one 
lakh of rupees ; 

(b) the purchase, sale and rediscount of bills of exchange 
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(including treasury bills) drawn in or on any place in the 
United Kingdom and maturing xwthin ninety days from 
the date of purchase, provided that no such. purchase, sale 
or rediscount is made in India except with a scheduled 
bank; and 

(c) the keeping of balances with banks in the United 
Kingdom. 

4. The making to states in India, local authorities, 
scheduled banks and provincial co-operative banks of loans 
and advances repayable on demand or on the expiry of 
fixed periods not exceeding ninety davs against the security 
of stocks, funds and trustee securities (not immovable 
property), gold or silver or documents of title to the same, 
eligible bills of exchange and promissory notes (see 2), and 
promissory notes of any scheduled bank or a provincial 
co-operative bank supported by documents of title to goods 
which have been transferred, assigned or pledged to any 
such bank as secur'tv for a cash credit or overdraft granted 
for bona fide commercial or trade transactions or for the 
purpose of financing seasonal agricultural operations or 
marketing of crops. 

5. The making to the Go\ernor-General-in-Council and 
to such local governments as have the custody and mana- 
gement of their own provincial revenues of advances repay- 
able in each case not later than 3 months from the date of 
making of the advance 


6. The issue o? demand drafts made payable at its own 
offices or agencies and the making, issue and circulation 
of bank post-bills. 

7. The purchase and sale of government securities of 
the United Kingdom maturing within 10 } ears from the date 
of such purchase. 

8. The purchase and sale of securities of the Govern- 
ment of India or of a local government of anv maturity or 
of such securities of a local authority in British India or 
of such states in India as may be specified as such by the 
Governor-General-in-Council on the recommendation of 
the central board. The securities guaranteed by the above 
authorities with regard to the principal and interest will 
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also be included in this. The aggregate amount is limited at 
any time to the bank’s share capital, reserve fund and three- 
(fifths of the liabilities of the Banking Department in respect 
-of deposits. The value of securities maturing after one year 
and of those maturing after 10 years should not exceed the 
■capital and reserve of the bank plus in the order of mention 
£ and £ of deposit liabilities of the Banking Department. 

9. The custody of monies, securities and other articles 
of value, and the collection of proceeds, whether principal, 
interest or dividends, of any such securities. 

10. The sale and realisation of all property, whether 
•movable or immovable, which may in any way come into 
the possession of the bank in satisfaction, or part satisfac- 
tion of any of its claims. 

11. The acting as agent for the Secretary of State in 
■Council, the Governor-General-in-Council or any local 
government or local authority or state in India for the 
purchase and sale of gold or silver, the purchase, sale, trans- 
fer and custody of bills of exchange, securities or shares in 
any company, the collection of any proceeds, whether 
principal, interest or dividends, of any securities of shares, 
the remittance of such proceeds, at the risk of the principal, 
:by bills of exchange payable either in India or elsewhere 
and the management of public debt. 

12. The purchase and sale of gold coin and bullion. 

13. The opening of an account or the making of an 
agency agreement with, and the acting as agent or corres- 
pondent of, the central bank of another country or any 
international bank formed by various central banks and the 
investing of its money in the shares of the latter. 

14. The borrowing of money for a period not exceed- 
ing one month and giving of security for it. This borrow- 
ing is, however, limited in India to the aggregate amount 
•of its share capital from a scheduled bank, and outside 
India from a central bank (no limit as to the amount), 

15. The making and issuing of bank notes as already 
indicated. 

1G. Generally, the doing of any such functions as may 
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be incidental to or consequential upon the exercise of its- 
powers or the discharge of its duties. 

hrom the above it is clear that the bank cannot deal 
wtth the public in such a way as to compete with the sche- 
duted banks. It can do so when, in the opinion of the 
^ 0r a , ny olber :iuthont y to 'vhom or to which 

rs have been delegated, a special occasion arises- 

Sf re"lla nf CeS H ^ ry eX P ed,ent 10 do for the purpose 
the int , erests > of hidian trade, com- 

pressfv nl a S rlc uiture. It has also been ex- 

pressly prohibited from doing certain kinds of business. 

business which it cannot transact 

have a direct 13 , n n fL=? nn0t engage m trade or otherwise 
undertaking ]„ ^ commerCi:l1 . industrial or other 

tion of some" claim t‘hf * a f*l uire s them in satisfac- 
possible. ’ y must be disposed of as soon as 

any" other bank°or ofinvm 0wn sbares or *he shares of 
security of any such shares ° mp3ny ' 0r £ rant J oans upon the- 

others ise on "he security 6 n f !0ney °. n , mortgage of, or 

ments of title relating tieret™ or ih b ® pr0p 5 ty or docu - 
immovable property e\rent become the owner of 

own business premi«es anH at n aS d IS nece ssary for its- 
servants. P and residences for its officers and 

accept bills payable otherwise Tha^™”^ 5 ’ or draw or 
interest on deposits or current accounts' 3 " demand> or allo ' v 


, actual organisation 

fished on April 1,' ”d o u bT \’l th a t bank was estab ' 
recetved the assent of the Governor r S ^ ct crea ,ing it had 

Governor-General-in-CotinciI ^appointed 1 the & 
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and Deputy Governors of the Bank and 3 days later the 
central board of directors was foimed. It may be said that 
the first board of directors had to be formed by the Governor- 
General-in-Gouncil. Then, the shares were issued and this 
involved the usual preliminary work, arrangements for suit- 
able premises for its offices and branches and for fhe 
transfer of staff from the Currency Department of the 
central government and the Imperial Bank were made. 
Agreements wete also entered into between the bank and 
the Government and the Imperial Bank, the terms of which 
have already been given. Rules for the internal working, 
eg, general regulations of the bank, those for elections,, 
meetings of shateholders ; scheduled banks, refund of notes, 
expenditure and staff, were framed. On the date of its 
establishment, it assumed the duties of the Controller of 
Currency in connection with the note issue and reserves,, 
sterling purchases, and the administration of the securities, 
and of the Imperial Bank m connection with the manage- 
ment of the various government accounts, the public drbt 
and clearing houses. On July 4, ID 15, its first bank rate was 
announced, and the next day the scheduled banks deposited 
their minimum deposits. The notes of the bank itself were, 
however, first issued in l!i 58 

The bank’s head office, called the central office, is now 
permanently situated in Bombay except for the bulk of the 
secretary’s section which moves between Bombay and 
Calcutta with the Governor. This section deals with board 
and committee meetings, annual general meetings, corres- 
pondence with the central government on the questions of 
currency and exchange, flotation of the loans and treasury 
bills of the various governments and their management,, 
ways and means, advances, etc. The other sections are 
the chief Accountants’ Section, the Agricultural Credit 
Department, and the Exchange Control Department, and 
each of these is further sub-divided into sub-sections. A 
mention of the sections of the Agricultural Credit Depart- 
ment and the activities of the Agricultural Credit Section 
has already been made. The banking section deals with 
all problems relating to the scheduled and ’ non-scheduled 
banks, rendeis advice on banking and financial matters to- 
banks and governments, and prepares reports on these 
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matters as and when required The Statistical and Research 
Section on the other hand, studies various statistics ana 
•commies them It also undertakes researches on various 
problems There remain now the Chief Accountants 
Section and the Exchange Control Department. 


The Chief Accountant’s Section maintains and super- 
vises the accounts of the Issue Department It also deals 
with the bank's expenditure, appeals for the refund of 
notes, remittance of treasure, distribution of notes and 
•coins and administration of the bank. The Exchange 
•Control Department is a war time prbduct and deals with 
the work relating to the control of dealings in coins, 
bullion, securities and foreign exchange which was dele- 
gated to the bank under the Defence of India Act. 


Its other offices and branches are either the offices 
and the branches of the Banking Department or the bran- 
ches of the Issue Department. The offices and the branches 
,of the former are, at present, in Bombay Calcutta, Delhi, 
Madras and Rangoon, and m Cawnpore, Karachi and 
Lahore respectively and the branches of the latter are in 
Bombay, Calcutta, Cawnpore, Karachi, Lahore, Madras and 
Rangoon It has an office in London also since April 1936 
for the management of the rupee debt of the Government 
of India enforced on London and of the account of the High 
•Commissioner for India in London. The Imperial Bank .of 
India is the bank’s sole agent in all the places where it has 
ats offices but the Reserve Bank has none. As already 
■stated the Imperial Bank of India had more than 400 offices 
at the end of the year 1943. Besides, there are about 
1300 Government treasuries and sub-treasuries where the 
bank maintains currency chests. 


ACHIEVEMENTS 

The bank was established with high hopes and we must 
at this stage, look as to whether they have, so far, been ful : 
filled to any extent. First of all, the monopoly of nob 
issue was given to it with a view to enable it to have £ 
■complete control over the volume of cash and therefore 
credit in the country. We already know that the Impena 
Bank of India had failed to do so because it had not been 
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given this monopoly. Control of the monetary system in' 
|nv country depends upon the control of the purchasing 
nower in it. and as in some countries notes or notes and 
coins which comprise their legal tender constitute the bullc 
of it their controlling authority should have a monopoly 
of their issue India is a country of this type. As regards 
the relative importance of the notes and coins, it may be 
said that the use of the former has been’ increasing and that 
of the latter decreasing for a few f decades. Hence, it may- 
be concluded that note currency far exceeds the coin' 
currency at the present time in this country, and as suclv 
the authority controlling the former can control the mone- 
tary system in India. As between note currency and- 
deposit currency ’ also, it may be said that the former is- 
more important, but as will be observed later, an attempt 
has also been made for the control of the latter. But 
spite of this, the policy pursued by the Bank so far has not 
been in the best interests of the country. It was, fortunate 
enough for itself, established at a time when the depression 
had already passed its trough. Had the 1027 bill material- 
ised and the Bank started working in 1928, it would, in the 
then prevailing climate of economic opinion in the Gov- 
ernment of India, have shared the latter’s supineness in. 
true laissez faire style, looked on the thickening crisis- 
helplessly and condemned itself Even in 1935, economic 
recovery in India was very tardy, and there raged the- 
keenest controversy, in 1936-37, with the bulk of opinion 
in favour of devaluation. There .was a recession and; 
pressure on the exchange in 19.58 which had to be 
countered by sterling depletion. But the Reserve Bank 
gave little evidence of its awareness of all these hap- 
penings. The war-time record in respect of ‘monetary' stabi- 
lity" is too obvious to need much comment. Under cover 
’ of the fictitious backing of sterling for the currency, it 
acted as the conduit through which the external war- 
finance of Britain was transferred to India to cause infla- 
tion. It submitted to the immobilization and practical in- 
convertibility of the currency reserve into impotent hordes, 
of international purchasing power, .whereas every canon 
of central banking would emphasize the need for the greatest 
degree of liquidity. In connection with the reserve arrange- 
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it has done by laying down in its Memorandum dated the 
7th December, f93b, on Discounts for and Advances to 
Scheduled Banks that in extending its credit to them it 
will take into consideration not only the nature of the 
security offered to it but also the general character of the 
investments of the applying bank, the manner in which its 
business as a whole is" being conducted, whether foi in- 
stance it offers excessively high rates of interest in order to 
attract deposits, whether it seeks help from the bank in 
normal times when funds in the money market are ample 
and whether it has been overtrading and extending an 
undue amount of credit for speculative purposes in com- 
modities or securities or indulging in unsecured business 
to an excessive extent. This will, of course, go a gieat deal 
to improve the situation. But two more provisions are 
needed. First of all, the bank must have a power to obtain 
information from or enforce inspection on any of them 
at any time. 2 At present this is possible only on the willing 
co-operation of the banks themselves. As will be seen else- 
where, difficulty arose because of the lack of tins provision in 
the case of TravancorejNational and Quilon Bank. Secondly, 
its influence and pressure must be extended over (he non- 
schcduled banks as well. So far, they are outside its oibit. 

The bank was also expected to bring the indigenous 
bankers in its fold, improve the machinery for dealing with 
agricultural finance and suggest methods tor effecting a 
closer connection between agricultural enterprise and its 
■own operations. This had been made obligatoiy upon it 
by Section 55. But as has already been observed nothing 
substantial has so far been done by it towards this end, ex- 
cept the issuing of the Preliminary and Statutory Reports. 

Before the establishment of the Reserve Bank of India, 
there remained a very wide gap between the rates of 
interest in the busy and dull reasons. It has already been 
observed that this could not be bridged over by the Im- 
perial Bank in spite of the fact that it had been given the 
power to obtain loans up to a maximum of Rs. 12 ciores 
from the Paper Currency Department of the Government. 

2 As this was finally going to the Press, an ordinance giving 
this power to the Bank was promulgated. 
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assets which could be availed of by British India creditors' 
and those which might be seized by the Native State for the' 
payment of the local creditors. The bank insisted on the 
assistance being given only against assets which were 
segregated and clearly assigned to it. Further, there was the 
third reason, but this was also not reasonable. The 
Travancore National and Quilon Bank had withdrawn the 
greater part of its legal reserves with the Reserve Bank and 
it was pointed out that for this reason it did not deserve any 
help of the latter. But as against this, it may be said that 
so long as the T. N. and Q. Bank paid the prescribed penalty 
interest there was nothing wrong in it. Besides, the with- 
drawals were the unavoidable sequel to the refusal of the 
Reserve Bank to give, any aid except after an enquiry. 
Finally, there were certain difficulties of the interpretation 
of the rules in the Reserve Bank Act. As already observed, 
the advances under them could be made on the security of 
bills of exchange and promissory notes maturing 90 days 
after the date of purchase. It was contended that the 
demand promissory notes which the Bank offered did not 
fall in the category. It was also held that the bills and 
promissory notes on which the Bank was authorised to 
grant loans could be only those in whose support the 
documents of title to goods had been transferred to the 
borrowing bank and not the goods themselves. Warehouses 
and consequently warehouse receipts, as we know do not 
exist in this country. Hence, it might he said that there is 
something wrong with the Act itself, as it is idle to prescribe 
such documents as a basis for central bank assistance which 
are not available at all. 

During the war period, as has already been observed, the 
Bank acted in a way so as to transfer the external war 
finance of Britain to India and thus cause inflation in the 
country which in its turn brought much sufferings’ and 
misery to the people. Besides, it operated the dollar 
exchange control to the detriment of India and served as the 
agent for the gold profiteers of the British Empire and the 
U. S. A,, by selling gold in this country at very high prices. 
The Bank, it may be said, thus acted admirably well as the 
executor of the orders of the Government. It failed, on the 
other hand, to act as an adviser to it. This is the real work 

26 
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Dills and hundis. No doubt, this is in accordance with 
the practice followed by the central banks in these days, 
but the conditions in this country demand a variation.' As 
is known to us, bills and hundis are not much in use in 
India, and there is a need of popularising them. In order 
to achieve this end, it is necessary that the bank rate of the 
Reserve Bank of India should be only the rale for discount- 
ing, and the rate for making advances on the basis of 
government securities should be different and also a bit 
higher than the bank rate. This will surely be a divergence 
horn the practice followed these days in other countries, 
but will be in the interest of India, and hence, must be 
adopted as soon as possible. 

When the Reserve Bank of India was established, it 
was thought that its bank rate would be more effective 
than that of the Imperial Bank because of several icasons. 
First of all, the scheduled banks are required to maintain 
a fixed percentage of their demand and time liabilities with 
it, failing which they are fined at a graduated rate which 
is higher than the bank rate. It was thought that this 
would restrict them from granting loans to their customeis 
at rates lower than the bank rate, and also from allowing 
interest on deposits at a higher rate than it. Then, these 
banks can have no objection in rediscounting their cus- 
tomers’ hundis with the Reset ve Bank for there is no fear of 
any loss by the disclosure of their bill portfolios to one who 
does not compete with them. Further, the Reserve Bank 
has been charged with the obligation of being a lendet of 
the last resort, and it can discharge its responsibility to that 
effect very efficiently because of the unification of "different 
receives with it and because of its sole powei of issuing 
notes. But there is a serious defect in its- constitution, viz., 
that indigenous bankers aie out of its fold. It is they who 
tinance the monetary needs of trade, industries and com- 
merce in this country to an appreciable extent, and hence 
the central bank with the object of controlling credit cannot 
be successful in its attempt without taking them into 
its fold. 

The power of a central bank to conti ol credit defends 
-upon two factois, viz., how far the money market is accus- 
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tomed to depend on its own funds and on funds borrowed 
from banks and how far banks themselves depend upon 
their own resources and those of the central bank. The 
volume of bills and hundis arising in India is very little, 
and credit is made available to the market by the indigenous- 
bankers from their own resources. The banks are also not 
very much dependent for the creation of credit on the 
Reserve Bank. They are required to deposit a very low 
percentage of their liabilities with it and can manage it 
without any difficulty. Since its inauguration, conditions 
have been considerably easy in the money market, and the 
banks have not found it necessary to approach it for any 
accommodation. As already indicated, the time for the 
true test of the effectiveness of the weapons given for the 
control of credit is yet to arrive. But in the meantime, it 
may be said that the shortcomings pointed out herein must 
be removed. 


OPEN MARKET OPERATIONS 

The bank is empowered to carry on open market 
operations, i e., deal with the market directly when a special 
occasion arises making it necessary or expedient to do so 
for the purpose of regulating credit in the interests of 
Indian trade, commerce, industry and agriculture. But 
the necessity of doing this has not arisen so far. We 
must, however, examine the various provisions on this 
account, and see whether they have been so devised as to- 
make these operations effective in times of need. 

The extent and effectiveness of open market operations 
depend on the size and resources which the central bank 
can gather for this purpose, the quality and volume of the 
assets it is permitted to hold, and 'the capacitv and or- 
ganisation of the market in which they have to be carried 
out. 

The resources at the disposal of the Reserve Bank 
consist of (1) capital and reserve, (2) the balances held on 
behalf of the Government, (3) the balances held on behalf 
ot the scheduled banks, (4) the extent to which its machi- 
nery is used by other banks for collection of billk or transfer 



RESERVE BANK OF INDIA 


357 


of funds, and (5) the notes issued by it. As regards (1) 
capital and reserve, we know that they amount to Rs. 10 
ci ores. This sum is surely very low in comparison with 
the business it is required to handle. The combined capital 
and reserve of the Imperial Bank is larger than this. Theie 
is, however, a provision for the mciease t of the capital, if 
need be, and along with it the increase in the reserve is 
also to be brought about. As regards (2) the balances held 
on behalf of the Government, they have varied from vear 
to year, month to month and week to week. Their 
aggiegate amount and time has an important bearing upon 
the open market operations. As regards (3) the balances 
held on behalf of the scheduled banks, they have also varied 
from year to year, month to, month, and week to week. 
Usually these banks keep a much larger percentage of their 
deposit liabilities with the bank then they are required to 
keep by statute. Events have, however, proved that it may 
be to the immediate advantage of a bank to pay the penal 
interest and make defaults. But recently provisions have 
been made for a stricter penalty and now the bank can 
forbid a defaulting bank the receipt of further deposits for 
the period of default. As regards (-1) the extent to which 
its machinery is used by other banks for collection of bills 
or transfer of funds, the Reserve Bank has been charged 
with their development and as has already been observed, it 
has chalked out a scheme with regard to the latter, and is 
providing facilities accordingly. But there is stilt the ques- 
tion of the development of bill habit. Telegraphic transfers 
form the bulk of the remittances, and demand drafts are 
quite insignificant. In fact, it is through the use of demand 
drafts than through the use of the telegraphic transfers that 
remittances increase the resources of a bank to any appre- 
ciable extent, and hence these operations do not mean at 
present any appreciable acquisition of funds. Coming to 
(5) the notes issued by it, it may be said that elasticity lias 
been piovided to a far greater extent in the present constitu- 
tion of the reserve than it had been at any time. 

The asests which the bank may acquire are (1) govern- 
ment securities of the United Kingdom maturing within 10 
years from the date of acquisition without limitation of 
amount, and (2) securities issued by the Government of 
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India or a proxincial government of any maturity or such 
securities issued or guaranteed by a local authority o* n\ 
Indian State of the aggregate value of the capital and reserve 
of the bank p'tis 3 of the deposit liabilities. Of the latter, 
the value of tho c e maturing after one }ear and of tno^e 
maturing after ten a ears cannot exceed the capital- and 
reserre of the bank plus in the order of mention -j and 1 of 
deposit liabilities of the Banking Department. 

From the above, it is obvious that the maximum allotted 
to the longer dated securities is smaller than the maximum 
allotted to the securities of one to 10 years ; short-dated se- 
curities are, in fact, less subject to fluctuations and thus 
maintain a greater liquidity. 

Any change in the volume of currency can he brought 
about "to the extent of the securities held by the hank and 
available in the market. Since the present war, inflation 
in currency is being brought about only because both ster- 
ling and rupee securities are available. Similarly deflation 
shall be brought about by disposing them of in the open 
market. 

Let us now examine the capacity and organisation of 
the market in which dealings are to be ultimately carried 
out. The only stock exchanges of any importance in this 
country are those of Bombay and Calcutta. Their total 
membership is, however, very small m comparison with 
those of the London and New York stock exchanges and 
hence any dealings in them cannot hut have serious con- 
sequences for the whole financial and investment mechan- 
ism But as a considerable portion of the assets of the 
bank is held m sterling securities which can be dealt with 
in foreign markets also, the difficulty can be obviated to- 
a very great extent. 


balance sheet 

The balance sheet of the Reserve Bank of India is 
divided into that of Issue Department and the Banking 
Department. It is issued weekly. The following is a 
specimen . — ^ 
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RESERVE BANK OF INDIA 

Weekly Statement of Affairs 
( for the iveek ending August 31, 1945) 

ISSUE DEPARTMENT 

Liabdities Rs. (In Assets Rs. (In 

Thousands) ' Thousands) 

Notes held in A. Gold coin and 

the Banking bullion 

Department ... 14,57,42 (a) Held in India 44,41,43 

Notes in circu- ( b ) Held outside 

lation ... 11,39,44,78 India ' 

Sterling secu- 

' uties ••• 10,34,32,89 
Total of A ... 10,78,74,32 

B. Rupee coins 17,43,60 

Govt, of India 

Total Notes Rupee secu- 

Issued ... 11,54,02,20 rities ... 57,84,2& 

Internal Bills 
of Exchange 
and other 
commerci a 1 
papers 

Total ... 11,54,02,20 ' Total ... 11,54,02,20 

Ratio of total 'A’ to liabilities : 93-477 per cent. 

BANKING DEPARTMENT 

Liabilities Rs. (In Assets Rs. (In 

Thousands) Thousands) 

Capital paid-up 5,00,00,000 Notes ... 14,57,42 

Reserve Fund ... 5,00,00,000 Rupee coins ... 30,63 

Deposits — Subsidiary coins 5,37 

(a) Government — Bills Purchased 

(1) Central ' and Discounted — 

Government... 3, 63, 53, 37 (a) Internal 
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Liabilities Rs. (In 

Thousands) 

(2) Government 

of Burma ... 1,29,6S 

(3) Other Govern- 

ment a/cs ... 18,13,00 

(b) Banks ... 105,19,26 

(c) Others ... 13,2. -5,07 

Bills Payable ... 3,20,2^ 

Other liabilities 7,09,92 


Total ... 522,59,49 


Assets Rs. (In 

Thousands) 


(b) External 

(c) Government 
Treasury Bills 

Balances held 
abroad 

Loans and ad- 
vances to Go- 
vernments 
Other loans and 
advances 
Investments 
Other Assets ... 

To+' I 


3 , 92,90 
472 , 77,52 % 

24 ^ 93,40 

6 , 02,25 

5 , 22 , 50,49 


TEST QUESTIONS 

1. What are the disqualifications of the share-holders of the 
Reserve Bank 7 Do you suggest any change in these provisions 7 

2. Write a short note on the constitution of the central and 
local boards of the Reserve Bank. 

3. What are the points of criticism in the Reserve Bank Act 
and in what direction, if any, you want a change in them ? 

4. Describe m brief the central and commercial banking 
functions of the Reserve Bank. What business has it been ex- 
pressly prohibited to undertake 7 

5. What preliminary arrangements had to be made ;n 
connection with the establishment of the Reserve Bank 7 Give 
a short account of the organisation of its offices and depart- 
ments. 

6. Give an estimate of what the Reserve Bank has done so 
far, in what direction, if any, its working should be improved 7 

i 7. Do you think that the Reserve Bank of India has been 
bestowed with sufficient powers to control credit 7 Point out m 
this connection the steps that you think must be taken with a 
view to improve the situation. 

8. Make out an imaginary balance sheet of the Reserve 
Bank of India and explain clearly the various items contained 
therein. 



CHAPTER XX 

DEFECTS AND REMEDIES 

The main theme of the previous chapters was a descrip- 
tion of the Indian banking system as it has grown from 
times immemorial and exists ,at present. In this chapter, 
we shall deal with the defects and remedies. 

ABSENCE OF A WELL-KNIT ORGANISED MONEY MARKET 

We have already observed that the Indian money market 
consists of the Reserve Bank of India, the Imperial Bank of 
India, the Indian joint stock banks, the foreign exchange 
banks, the credit co-operative institutions, the land mortgage 
banks, the loan offices, mdhis, chit funds, and various other 
indigenous bankers including money-lenders. Besides, the 
Government of India aFo played a very important part in it 
till very recently. No doubt, its policy is shaped now by 
the Reset ve Bank of India, but there are still its post offices 
which perfoim important habiting functions. We have 
already looked to the facilities provided by them for saving 
and investment. In add.tion, they provide facilities for the 
remittance of money and its collection under what is known 
as the value payable parcel system. 

Before the establishment of the Reseive Bank of India, 
there was- no co-ordination amongst the above units. They 
suffered also from the lack of leadership. Since the estab- 
lishment of the Reserve Bank of India, however, these evils 
have been removed but only partly. We already know that 
there are non-scheduled banks which work even now without 
being subject to any considerable control from the Reserve 
Bank. Then, there are the loan offices, nidhis, chit funds and 
various other indigenous bankers including money-lenders 
which are outside its control. In short, we may say that 
the Indian money market consists of the modern and indi- 
genous bankers, and of these modem bankers (though not 
all, yet those forming important element) are subject to the 
control of the Reserve Bank of India, however small it may 
be, while the indigenous bankers act as independent units. 
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As regards the relation between several units, it may he said r 
as hat already been observed in their relative contexts, that 
there is mLch left m it as well which is desired for. 

Finally, suggestions have already been given for the 
removal of these defects They include the linking of 
the indigenous bankers with the Reserve Bank, the ex- 
tension of the control of the latter over non-scheduled 
banks, and improvement of the relation between different 
constituents. 

ABSENCE OF A BILL MARKET 

Another defect of the Indian money market is the 
absence of the use of bills to any appreciable extent. This 
is obviously due to the following causes . — 

(1) Bankers in India prefer investment in Govern- 
ment securities Pnor to the establishment of the Reserve 
Bank, they were not sure whether Imperial Bank would 
rediscount their hundis. It had not laid down any 
standard, and used to refuse accommodation on the plea 
of the particular liundi or hundis not being up to the 
standard. Again, the banks themselves preferred obtain- 
ing loans from the Imperial Bank on the security of 
government papers over rediscounting of their hundis as- 
the latter step meant the disclosure of the names of their 
clients to an institution which acted as a rival to them,, 
and surely this they could not like Besides, even ; if the 
Imperial Bank refused to grant loans on the security of 
the government papers, or they themselves did not like .to 
approach it, these could be easily realised in the open 
market. No doubt, these difficulties have been removed 
because of the establishment of the Reserve Bank, but 
the old practice naturally continues. This is more so 
because the Reserve Bank charges the same rate for redis- 
counting as well as for granting accommodation on the 
security of government papers. As already suggested, it 
can bring about a change m the situation by charging a 
slightly higher rate for granting loans than for rediscount- 
ing. Bank rate should be applied here only to the redis- 
counting of hundis and not to the granting of accom- 
modation. > 

Another reason for the popularity of government papers 
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was their,\better yield. This has now ceased to be so. 

(2) It has been found difficult to distinguish between' 
finance bills and trade bills in the absence of the docu- 
ments of title to goods. There ought to be warehouses,, 
and sales should be effected by means of the transfer of 
the warehouse receipts which may act as the evidences 
of tHe trade transactions in connection with which bills- 
arise, and thus facilitate the distinction between trade and 
finance bills. 

(If) The scarcity of bills is also due to wide prevalence 
of the system of cash credit, which is, as has been already 
observed, advantageous to the borrowers as well ‘ as the 
lending banks. Bills, however, should be pieferred by both, 
because of its obvious advantages, and this is sure to hap- 
pen as they are realised by them. 

(-1) Previously, bills were unpopular also due to heavy 
stamp duties, but as has been observed elsewhere it has for 
sometime past been reduced. 

(5) Bills aie of foreign origin, and cannot be very popular 
because of the use ot foreign language which very few 
people know. Hundis have, however, been m use m India 
since ancient times, and are written in almost all the local 
languages. But there is the difficulty of its phraseology 
which is very complex, and difficult to be memorised, ft 
should be simplified. They are governed by the Negotiable 
Instruments Act subject to the local customs and usages 
which differ very widely. They should now be unified and 
if possible legalised. 

(G) Bills arising out of foreign trade transactions are 
mostly drawn in terms of sterling. In case, they are drawn 
in terms of internal currency, they will surely lead to the 
building up of a bill market in the country. 

(7) There is a complete absence of 'bills accepting 
houses in this country on the lines of those in England. 
Bankers also do not act as acceptors of bills on behalf of 
their customers to any appreciable extent. Its develop- 
ment is sure to prove very useful in building up a bill 
market in India. 

(8) Bills are also not used in this country in connection. 
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with the agricultural industry. Anticipatory bills as they 
are called, are in very much u«e in America, and they can 
be introduced in India as well with much advantage. o- 
operative godown societies may be formed, and cultivators 
may be encouraged to obtain advances on harvested pro- 
duce by joining "them and allowing them to draw usance 
bills on themselves (cultivators). Thq societies may, then, 
discount them with district co-operative institutions anti 
the latter in turn with the joint stock banks or the Reserve 
Bank. The indigenous bankers and money-lenders may 
also use the bills in making advances to the cultivators 
in the same way as co-operative societies 

ABSENCE or CONFIDENCE IN INDIAN CURRENCY UNIT 
Indians, as a rule, have no confidence in their cur- 
rency unit * As far as possible they turn their savings m 
bullion and landed property. There are various reasons 
for tins. First of all, they find that the value of their cur- 
rency is precarious. Rupee is mconvei Itble internally, and 
its value has been going down m terms of bullion and other 
commodities almost since the introduction of the, British 
rule. Then, they find that they are held in much higher 
esteem by having a small landed property whatever its value 
may be than by having a huge bank balance or hoarded 
wealth. Everyone of us knows how much influence a 
landlord wields not only in his zannndari but also in the 
place he inhabits. Ne.\t, our women folk have a special 
attraction for ornaments, and there is an economic reason 
ibehmd it. We know that a widow has no right to inherit 
anything except her sfrtdhan which usually takes the 
form of ornaments Bank balances and gilt edged and 
other securities belong to the male heirs except of couise 
when they are in the personal names of the females. 

ABSENCE OF CONFIDENCE IN BANKS 
Absence of confidence in banks may be permanent 
Or only at times of distress. The two must be distinguished 
from one another. In Western countries also there 
is some lack of confidence, but this is limited only to the 

e The recent High Denomination Notes Demonetisation 
'Ordinance is bound to aggravate this tendency. 
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times of distress. In India it is both permanent and at 
such times. No doubt, the known existence of safe- 
guards against emergencies is an important element m day 
to day confidence, and the prevalence of day to' day 
confidence is an important element in moderating panics. 
But this must be studied separately for the sake of con- 
venience. 

Lack of day to day confidence or general confidence 
as it is called arises because of continuous bank failures. 
No one year goes when they do not take place. In i.931,, 
18 banks ; in 1932, 21 banks'; in 1933, 26 banks ; in 1934 
30 banks ; in 1935, 51 banks ; in 1936,' 88 banks ; in 1937,, 
65 banks; in 1938, ? 3 banks ; in 1939, 87 banks ; in 1940, 
102 banks ; in 1941, 75 banks ; in 1942, 48 banks and in 1943,. 
50 banks with an aggregate paid-up capital of Rs. 15 05,996, - 
Rs. 8,09,172, Rs. 2,99,948, Rs. 6,22,553, Rs. 65,95 975 
Rs. 4,99,972, Rs. 11,5 L, 656, Rs. 29,99,962, Rs. 10,11,967 
Rs. 11,73,985, Rs. 9,65,089, Rs. 11,96,6S1, and Rs. 6,28,401 
respectively failed. But these should not have the same 
significance as in other countries with more advanced, 
banking systems or stricter banking or company laws. Till 
the amendment of the Indian Companies Act in 1936, no 
definition had been given of the word ‘bank' with a view 
to ensure that only responsible concerns used this title. 
The result was that many insignificant or doubtful concerns- 
registered themselves as banks, and when they failed, the 
number of the bank failure^’ was swelled. Since then, a 
definition has been given, and banking concerns are allowed 
to commence business only when they have a minimum, 
paid-up capital, of Rs. 59,000 each. Besides, they are 
required to accumulate a like sum in the form of reserve 
fund. But the old concerns have been allowed to work, 
with a paid-up capital of less than the minimum prescribed^ 
and a close scrutiny tells us that most of the concerns 
which have failed in recent years belonged to this class. As 
time goes on, it is sure that the number of bank failures 
shall be lessened. There are two more points m this 
connection which must be noted. One of them is that 
failures have tended to be concentrated on banks which 
were more or less young. Ordinarily the long life of a, 
concern is by itself a proof of its good management. The 
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second is that quite a good number of the failures has been 
confined to banks with small paid-up capitals, and now 
that it is envisaged that they will have an aggregate paid 
up capital and Reserve fund of not less than Rs. 1 lakh each 
in due course, it may be hoped that there will not be many 
failures in future. 

We shall now endeavour to take up the causes of bank 
failures in the past w ith a view to suggest remedies for the 
improvement of the position. 

First of all, a good number of failures has been due 
to the lax laws, public ignorance and bad or dishonest ma- 
nagement Amongst the victims of this shortcoming may 
be^mentioned, Poona Bank, Poona , Amritsar- National 
Bank. Amritsar ; Hindustan Bank, Multan ; Sivarama Ayyer 
Bank, Madras , Pioneer Bank, Bombay ; and 'Credit Bank of 
India’ Bombay, which were liquidated in 11124, 1923, 1914, 
1932, 1916, and 1913 respectively. The manager of the 
Credit Bank of India, on his appointment to the said post, 
pleaded ignorance of banking and accountancy and request- 
ed the Directors for a strong committee to assist him. 
Even up to the time of the liquidation, he had not learnt 
anything, as he himself had then admitted. 

This shortcoming can be removed by legislation, the 
desire for which in this country arose after the crisis of 
1913-14 It has, however, been fulfilled onlv very recently 
and that too part!) 2 by the Indian Companies Amendment 
Act of 1936. Its object has been amongst other things, the 
protection of public against ignorance or dishonesty of the 
bank promoters and managers. it holds directors and 
officers (including auditors) criminally liable for false state- 
ments under certain conditions. There is a civil liability 
as well over them for misapplication or retaining of money, 
and misfeasance or breach of trust which includes breach 
of duty as well, both as an act of commission or omission. 
There is a provision of penalising for falsification of books 
etc., also. ’ 


" In a letter dated the 1st November, 1939, the Reserve 
Bank of India has submitted a draft bill to the Government for 
a separate Indian Bank Act, please consult appendix C. 
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Secondly, many of them have failed because of their un- 
dertaking industrial finance out of banking funds. Amongst 
those victims of it may be mentioned the names of the 
Peoples Bank, Lahore; Amritsar Bank, Lahore; and 
Tata Industrial Bank which failed in 1913, 1914 and 192.-5 
respectively. In fact, public opinion in India has been 
overwhelmingly in favour of mixed banking such as prevails 
in Germany and Japan. But this is not possible here due 
to the fact that the Indian banking system has been based 
more on the lines of the English banking system whose 
characteristic feature is the complete separation of commer- 
cial banking from industrial banking. 

Thirdly, many banks have failed because of the entering 
into speculative activities of the bank officers. While some 
of the banks, already referred to, failed on this account as 
well, the most glaring example is that of the Indian Specie 
Bank which failed in 1914 Rumouis had been current 
since the earliest years of its caieer that the bank'had 
embarked on colossal speculative activities. But they had 
always been denied and concealed. Mr. chumlal Saraiya, 
the managing director of the bank, whose name had always 
been associated with it was a man of remarkable qualities. 
He was very skilful in window-dressing, and managed to 
show a v good balance sheet at the close of every year. At 
last an insignificant share-holder alleged to have been 
instigated by the personal enemies of this gentleman pre- 
sented a petition to the High Court for its winding up. 
But this was challenged by the share-holders and directors, 
and eveiythmg went on quite all right. Suddenly, howevei, 
Mr Chunilal Saraiya died of heat t-failure, and the remain- 
ing directors themselves rushed to the High Court with a 
petition for voluntary liquidation. The inevitable examina- 
tion proved the allegation to be quite correct. 

Fourthly and finally, many ' of the banks have failed 
because of the antagonistic mass opinion against them 
which had developed at one time or the other. They may 
be tegarded more as victims of misfortune than of any- 
thing else. First of all, there is the Bank of Upper India 
which had been registered at Meerut m 1863. It went on 
cnaking continuous progress till 19 L4 in whicli .year it sud- 
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denly failed. Both the depositors and the share-holders 
were" paid in full. Then, there is the Alliance Bank of 
Simla. Being established in 1874, it carried on its busi- 
ness successfully till 1923 when it crashed. It fell on eviL 
dajs largely on account of the losses it had to suffer due 
to the failure of its London Agents, Boulton Bros, to 


return a deposit of Rs. 150 lakhs which they held from 
it. Another debtor to the bank as well, namely the Trust 
of India, Punjab was not in a good position. In their 
report for 1922, the directors spoke plainly of it, but 
assured to do whatever they could. There were, however,, 
continued withdrawals and ultimately it crashed. The 
name of one more bank namely the Travancore National 
and Quilon Bank may also be mentioned in this connec- 
tion. . It suspended its payment very recently ie., in 1938. 
This institution, as it stood on the date of suspension, w r as 
the outcome of an amalgamation between the Travan- 
core National Bank and the Quilon Bank, which had 
taken place only two years before this event. The pre- 
vious history of these concerns had been quite remark- 
able. The failure of the institution after the establish- 
ment of the Reserve Bank whose member it was is 
really very discouraging. The causes of the inability of 
* * le Keserve Bank to help it have already been dealt with. 

I his brings us again to the causes of the lack of day 
to day or general confidence in banks. In addition to that 
of the continuous bank failures, there are several others 
Absence of comprehensive banking laws inspiring conlt 

£ n t C hVneS e?e riS ban , k, ?S sySem may & m/nl“ned 
as the next. These contribute to public confidence in 

management and*! 1 - ,he >' slr ™ '» ®sure sound 

management, and at least immunity from more flagrant 

Specr^'cemwifT;- what been SJW 
tS b ha,“aSt C a3 ll ° f 
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examination. 1 lie T*itt.iiicc Mtitibur. at fi # mid that it 
was done with a view to continue favourable condition'; m 
the English and Indian money .markets for facilitating 
Government borrowings anil good effect which the balanc- 
m« of the budget had created. But this was too targe a 
proposition to hang on tin* outstanding current and h\ed 
deposits of the bank which amounted to only K' 7 crores. 
and perhaps realising it he subsequently said that the step 
was most desirable m the interests of Indian (inane'- and 
Indian banking and calculated to restore public confidence 
and prevent causing inconvenience and ptobabh danger to 
other sound institutions, and thus widened the future res- 
ponsibihties of the Government though unconsciously. The 
people of this country, however, thought otherwise.* Thev 
believed that this was done because the Alliance's clientele 
consisted of laigely officials and Europeans, whose interests 
the Government was bound to safeguard. The next oppor- 
tunity to test the motive, however, arose m 1938, when a. 
similar contingency occurred on the failure of the Travan- 
core National and Quilon Bank, but at this tunc, nothing 
of this sort was done by tlic central government. It may, 
no doubt, be pointed out that the situation had much 
changed by that time. The powci.s of flic provincial 
governments had been widened, and hence the responsibility 
in this respect too had shifted to their shoulders. The 
attitude of the Madras Government was, in fact, commend- 
able. Most of the branches of the T. N. & Q. Bank being 
located in area under its authority, it was but natural fhat 
it should have acted promptly." Consultations with the 
Reserve Bank of India had been made by it even when the 
bank in question seemed to be m distress, and as a result 
the latter bad been advised to agree to immediate and 
thorough investigation. But as has already been observed 
it was too late to mend. Later on, the Prime Minister 
made an appeal to the public to remain calm and refuse to 
be rushed by ill-founded rumours. In addition, he informed 
them ’that steps were being taken to secure an imme- 
diate examination of the accounts and affairs of the banks 
in Madras. Two months after this he assured them 
mat the scheduled banks in that presidency were -in 
a perfectly sound position, and even those which had taken 
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help from the Reserve Bank had cleared off all their 
accounts, and that the latter was prepared to help them 
again should such an occasion arise in near future. This 
was really very significant. But in cases, where the 
branches of the bank in distress tire spread all over the 
country and the pann: is not confined to a particular local- 
ity, it is the central government which will be required to 
.ct and not the provincial governments. The latter cannot 
be very effective. 

Next, the central bank can improve the situation. 
About the extent of its- success or otherwise we have 
ilready discussed. Formerly there was an absence of such 
.n institution in this country. The gap has, however, been 
illed up by the establishment of the Reserve Bank. But as 
las been pointed out in the previous chapter,' it failed com- 
pletely to rise to the occasion during the single instance 
which provided a test for its usefulness in this respect. Let 
us, however, hope that it will acquit itself more admirably 
in future. 

Thirdly, the press and public opinion also wield much 
nfluence. The phrt played by them in the United Kingdom 
during the crisis of 1931 in creating a calm confidence in 
the British depositor by incessant patriotic propaganda can- 
not but be commended- On the other hand, the U. S. A. 
press and public opinion gave a different account when a 
crisis occurred in that country following upon the heels of 
the United Kingdom’s abandonment of the gold standard. 
In India also, we find the same thing. Anglo-Indian and 
British papers have always been spreading false rumours 
about Indian joint stock banks. At one time, Lala Har 
Kishen Lai, the bank promoter of Punjab, was undoubtedly 
the central object of their hottest fire. Here public opinion 
is also apt to be easily led away against 1 the banking 
institutions of the country. It has, several times, relying 
on the rumours floated by the enemies of the Central Bank, 
rushed to withdraw money from it, but thanks to the - wis- 
dom of the management that the institution has always 
been able to tide over the difficulties. ' 

Finally, banks'" can also' do a lot in this connection. 
They must take every precaution to forestall the causes 
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and moderate the effect of serious situations This, they 
can do by giving wider publicity to their affairs. They 
may also take the depositors into their confidence by making 
room on the board of directors for their representative. 
The right to elect him may be limited to only those who 
maintain an average minimum balance, and the list of 
such persons may be subject to revision, say after two or 
three years. 

neglect of other branches of banking 
Indian joint stock banks have been established only 
with a view to take up commercial banking. Though a 
few attempts have been made to establish institutions to 
take up industrial banking as well, no large-scale success 
has been achieved in this respect. Co-operation has been 
devised with a view to solve the difficulties of agricultural 
finance, and the principle has not been extended to the- 
financtng of the industries. Exchange business has been 
sadly neglected by Indian institutions and there is a great 
need of their taking it up. In short, it may be said that 
there has been a neglect of other branches of banking than 
commercial and agricultural in this country. 

WHOLESALE IMITATION OF ENGLISH SYSTEM 
There has been a wholesale imitation of English system 
in the parlour of banking with the result that the Indian 
ideal of simplicity in all spheres of life has been jettisoned ' 
in this sphere. The disadvantages arising from this charac- 
teristic have already been dealt with. It has, in fact, failed 
to penetrate in the heart of the country onlv on this 
account 


USE OF FOREIGN LANGUAGE 

Banks in this country use English language. We already 
know that many of our people are not even literate what 
to say of their being conversant with English. Under the 
circumstances, they find it very difficult to deal with 
them. The use of the English language necessitates the 
appointment of the English knowing people, and their 
number being very small, the scope for selection is very 
much narrowed. 
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FOREIGN DOMINATION 

The Indian banking system is dominated by non- 
Indians whose real sympathies and interests cannot be with 
India. Their only aim is to earn profit and exploit the 
people of this country. They have, in fact, failed to in- 
spire confidence and solve Indian problems. Further, 
they have not been successful to establish a closer relation 
with the people which is very necessary from all points 
of view. \ 

LOW LEVEL OF INCOME OF THE PEOPLE 
Banking suffers in this country also "because of the 
low level of income of the people. No other single cause 
is perhaps more responsible for the slow growth of 
the banking habit than oui general poverty. Figures of 
the people paying income-tax and the average size of the 
incomes, the number of depositors and the average deposit 
per head, etc., testify to the narrow field over which bank- 
ing has to travel se here. Many people, high in educational 
or social status, have to forego the pride and convenience 
of having a bank account only because of their inability 
to maintain a minimum balance in it. It may be said that 
the banks on their part are to be blamed for prescribing 
such conditions for opening accounts or minimum average 
balances for giving certain facilities as are difficult to 
observe or maintain. But, it should not be lost sight of 
that this is done after taking into consideration certain 
well-known principles, and their violation is not desirable 
from seveial points of view. In prescribing certain con- 
ditions for opening an account, banks aim at certain finan- 
cial status in their customers, and in stipulating the main- 
tenance of a certain minimum average balance, they aim at 
securing payment for the cost of rendering free services. 

LACK OF TRAINING IN BANKING 
Trained Indians in both theory and practice of bank- 
ing are not available. Until the end of the nineteenth 
century, commerciafand banking education had been com- 
pletely non-existent in this country For a few decades 
arrangements have, however, been made for it, but advant- 
age is not being taken of the facility so far provided to 
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any appreciable extent It will be done only when a sort 
of co-ordination is attained between the universities and 
the banks in the country. 

ABSENCE OF BANKING LAW 

There is no scpai ate banking law in India. The Indian 
Joint Stock Companies Act applies to it as well. No doubt, 
it contains now much more elaborate provisions than 
before, but this is not sufficient. Proposals® have, however, 
been made by the Reserve Bank of India to remedy the 
evil, and they are before- the Indian Legislatures now. It is 
hoped that an Indian Bank Act will be passed soon. 

ABSENCE OF A BANKERS’ ASSOCIATION 

A 1 Bankers' Association is of necessity in this country. 
Its '.usual aims are creation of good relations amongst 
different members, provision of a common meeting place 
for them to assemble and discuss their common topics, 
elimination of competition and rivalry, education of bank- 
ing staff by arranging lectures and classes, maintaining of 
libraries and reading rooms, and issuing of banking litera- 
ture in the form of magazines, handbills, and other periodi- 
cals. In Western countries, they have introduced better 
methods of doing business and succeeded in raising the 
morals of the people. Their usefulness in allaying panic 
can also not be disputed, and the need for their establish- 
ment is the greatest in this country for this reason if not 
for others. 

TEST QUESTIONS 

1 What are the defects from which Indian banking system 
as a whole suffers 7 Suggest measures to improve the situation. 

2. What are the causes of the unpopularity of bills in 
India 7 Suggest measures to make them popular. 

3. .What have been the causes responsible for the bank 

failures in this country 7 Do you think that the situation has 
now been improved in any way ? , 

4. Give your suggestions for inspiring public confidence m 


“'See Appendix ‘C.’ 
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the banking system of the country. Has anything been done 
so far in this connection ? 1 

APPENDIX A 

DEFINITION OF A -BANKING COMPANY 

Section 277F of Indian Companies Act (1936) 

A 'banking company’ means a company which carries 
on as its principal business the accepting of deposits of 
money on current account or otherwise, subject to with- 
drawal by cheque, draft or order, notwithstanding that it 
engages in addition in any one or more of the following, 
forms of business, namely : 

(1) the borrowing, raising or taking up of money ; the 
lending or advancing of money cither upon or without 
securing; the drawing, making, accepting, discounting,, 
buying, selling, collecting and dealing in bills of exchange, 
liundis, promissory notes, coupons, drafts, bills of lading, 
railway leceipts, warrants, debentures, certificates, scrips 
and other instruments, and securities whether transferable 
or negotiable or not ; the granting and issuing of letters 
of credit, tiavellers cheques and circular notes, the buying, 
selling and dealing in bullion and specie; the buying and 
selling of foreign exchange including foreign bank notes ; 
the acquiring, holding, issuing on commission, underwrit- 
ing, dealing in stock, funds, shares, debentures, debenture 
stock bonds, obligations, securities and investment of all 
kinds ; the purchasing and sellings of bonds, scrips or other 
forms of securities on behalf of constituents or others ; 
the negotiating of loans and advances, the receiving of all 
kinds of bonds, scrips or valuables on deposits or for safe 
custody or otherwise, the collecting and transmitting of 
money and securities 

( 2 ) acting as agents for governments or local autho- 
rities or for any other person or persons ; the carrying on 
of agency business of any description other than the business 
of a managing agent, including the power to act as attor- 
neys and to give discharges and receipts ; 

(3) contracting for public and private loans negotiating 
-and issuing the same ; 
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(4) the promoting, effecting, insuring, guaranteeing, un- 
derwriting, participating in managing and carrying out of 
any issue, public or private, of State, Municipal or other 
loans of shares, stock, debentures, or debenture stocks of 
any company, corporation or association and the lending of 
money for the purpose of any such issue ; 

(а) carrying on and transacting every kind of guarantee 
and indemnity business ; 

(б) promoting or financing or assisting in ’promoting or 
financing any business undertaking or industry, either 
existing or new, and developing or forming the same either 
through the instrumentality of syndicates or otherwise ; 

(7) acquisition by purchase, lease, exchange, hire or 
otherwise of any property immovable or movable and any 
rights or privileges which the company may think neces- 
sary or convenient to acquire or the acquisition of which 
in the opinion of the company is likely to facilitate the 
realisation of any securities held by the company or to 
prevent or diminish any apprehended loss or liability ; 

(8) managing, selling and realizing all property movable 
and immovable which may come into the possession of the 
company in satisfaction or part satisfaction of any of its 
claims , 

(9) acquiring and holding and generally dealing with 
any property movable or immovable which may form part 
of the security for any loans or advance or which may be 
connected with any such security ; 

(10) undertaking and executing trusts ; 

(11) undertaking the administration of states as executor, 
trustee or otherwise ; 

(12) taking .or otherwise acquiring and holding shares 
in any other company having objects similar to those of 
the company ; 

(13) establishing and supporting or aiding in the estab- 
lishment and support of associations, institutions, funds, 
trusts and conveniences calculated to benefit employees of 
the company or the dependents or connexions of such per- 
sons, granting pensions and allowances and making pay- 
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Tncnts towards insurance; subscribing to or guaranteeing 
moneys for charitable or benevolent ^objects or for any 
exhibition or for any public, general or useful object ; 

(XI ) the acquisition, construction, maintenance and 
alteration of any building or works necessary or convenient 
for the purposes of the company ; 

(15) selling, improving, managing, developing, exchang- 
ing, leasing, mortgaging, disposing of or turning into ac- 
count or otherwise dealing with all or any part of^ the pro- 
perty and rights of the company ; 

(16) acquiring and undertaking the whole or any part 
of the business of any person or company, when such busi- 
ness is of a nature enumerated or described in this section ; 

(17) doing all such other things as are incidental or 
conducive to the promotion or advancement of flic business 
of the company. 


APPENDIX B 

DRAFT SCHEME FOR THE LINKING OF INDIC.F.NOUS JUNKERS 

The Reserve Bank of India addressed in May, 19.’»7 to the 
Scheduled Banks and Shroffs' Association a letter contain- 
ing the following conditions which must be fulfilled by the 
indigenous bankers wishing to be linked directly with it : — 
(i) They must confine their business to banking pro- 
per as defined by the Indian Companies Act. Any other 
business that they might be conducting should be\vound 
up within a reasonable time. 

(i 7 ) They must maintain proper books of account, and 
have them audited by registered accountants. The Reserve 
Bank will have the right to inspect the accounts and call 
for any information necessary to determine the financial 
status of the banker. 

(Hi) They must file with the Reserve Bank the periodical 
statements prescribed for scheduled banks. They must also, 
in the interests of their depositors, publish the returns pres- 
cribed for banking companies by the Companies Act and 
be liable to the same penalties for non-compliance. 

(iv) The Reserve Bank will have the right of regulating 
the business of the bankers on banking lines, when neces- 
sary. 
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(v) During a period of five years from the date of their 
registration as private bankers in the books of the Reserve 
Bank, they will be entitled to open an account at any of the 
offices of the Reserve Bank, and be otherwise subject to the 
same conditions as the scheduled banks except that during 
such period they will not be required to furnish the 
compulsory deposit set out in section 42 of. the Reserve 
Bank Act, unless any of their week'y statements discloses 
that their demand and time liabilities are five times more 
in excess of their capital in the business. 

(t?t) If an indigenous banker does not incorporate himself 
under the Companies Act, his liabilities in respect of his 
banking commitments will be unlimited. He should, there- 
fore, state the amount of capital he has available for bank- 
ing business. (Bankers with a capital of less than two 
lakhs need not appljx) 

(oil) When required they will have to indicate — 

(a) The names and the extent of interest of their 
business partners if any ; and 

(b) If any of the bankers is a member of a Hindu 
pint family, the names and interests of the co-sharers. In 
both the cases statements will be required from -the co- 
sharers and that they are prepared to take their full share in 
the business and its liabilities. 

(o iii) This scheme will be a tentative one for a term of 
five years, but before the end of this period the Reserve 
Bank will frame proposals for legislation, if it thinks fit, 
further to co-ordinate or regulate the position of the private 
bankers. It is likely that such legislation would take the 
form of a separate Bank Act as 'suggested by the Banking 
Enquiry Committee or otherwise to standardise and co- 
ordinate the status of these registered private bankers on 
lines in consonance with the scheduled banks. 

{**) (1) If they satisfy the above conditions, they will 
have the privilege of rediscount with the 'Reserve'” Bank 
against eligible papers, the right to secure advances against 
government paper, and remittance facilities similar to those 
for scheduled banks. 

(2) I c the Reserve Bank decides to take action on the 
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lines here indicated, legislation wi 1 he necessary and the 
indigenous bankers will then be called upon to make an 
application in the manner which may then be prescribed. 

APPliNDlX C» 

PROPOSALS IOK AN INDIAN DANK ACT. 

The following are the main featuies of the proposals 
contained in the Bank Bill now before the Central 
Assembly : — 

(1) A simple definition of hanking with the object of 
limiting the scope of the legislation to institutions in which 
fund-, are deposited primarily to ensure their safety and 
ready withdrawability. Clause 5 (b) of the Bill defines 
banking as "accepting of deposits repayable on demand." 
Under clause 7, every banking company’ must use as part 
of its name the words ‘bank,' ‘banket ' or ‘banking’ and 
any company having such words as part of its name shall 
he deemed to be a banking company. 

(2) Prohibition of trading with a view to eliminating 
non-banking risks. Clause f> enumerates the forms of 
business in which a banking company may engage, whilst 
clause 8 piohibits a banking company from trading in 
goods or articles of merchandise. Any non-banking assets 
acquired by a banking company in satisfaction of its claims 
must be disposed of within 7 years (to be extended to 
10 years with the Reserve Bank’s permission) under 
clause P. 

(3) Prescription of minimum capital standards. Under 
clause 11, the following should be the minimum aggregate 
capital and reserves of a banking company : — 

{a) Rs. 20 lakhs if it has a place of business outside the 
Province or State where it has its principal office. 

(b) Rs. 5 lakhs in respect of a place of business at 
Bombay or Calcutta. 

(c) Rs. 2 lakhs. in respect of each town having a popula- 
tion of 1 lakh and over where it has a place of 
business. 


■‘Taken from the journal of the Indian Institute of Bankers, 
January 1945 issue. 
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(d) Rs. 10,000 in respect of each place of business 
elsewhere. 

Provided that the minimum capital and reserves of a 
banking company shall be Rs. 1 lakh and no bank shall 
be required to "have capital and reserves in excess of 
Rs. 20 lakhs. Banks in existence on the 1st January, 1945, 
are allowed 2 years to comply with the provisions of this 
, section of the Act. 

(4) Inclusion in the scope of legislation of banks incor- 
porated or registered outside British India : — 

(a) A bank registered outside British India or the United 
Kingdom must deposit cash or approved securities 
with the Reserve Bank of India in lieu of capital 
requirements, (Clause 11(2) ) 

(i b ) A banking company incorporated outside British 
India or the United Kingdom must take out a 
licence from the Reserve Bank of India before com- 
mencing business in British India. (Clause 17.) 

(c) A banking company registered outside British India 
must prepare a balance sheet and profit and loss 
account in respect of its business in British India. 
(Clause 22.) 

(5) Restrictions on business : — 

(a) Every banking company is required to maintain, 
after the expiry of two years from the commence- 
ment of the Act, in cash, gold or unencumbered 
approved securities, an amount of not less than 
25 per cent of its total demand and time liabilities in 
British India and to secure compliance of this every 
banking company is required to submit a weekly 
return to the Reserve Bank of India of its liabilities 
, at.the close of each day of the week. (Clause 18.) 
(5) The assets in British India of every banking com- 
pany should not be less than 75 per cent of its 
liabilities in British India on the 3tst December of 
every year and to ensure compliance of this a return 
in the prescribed form ha's to be submitted to the 
Reserve Bank of India (Clause L9.) 

(c) A banking company shall not hold shares in anj 
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company whether as a pledgee, mortgagee or 
absolute owner of an amount exceeding 40 per cent 
of the issued and subscribed capital of that com- 
pany. (Clause 15 (2).) 

(d) No bank shall make advances on the security of its 
own shares or giant unsecured advances to its 
directors or to firms or companies in which it or any 
of its directors is interested as partner, director or 
managing agent. (Clause 16.) 1 

(6) Inspection of the books and accounts of a bank by 
the Reserve Bank of India when ‘necessary and empowering 
the Central Government to take action against banks com 
ducting their affairs in a manner detrimental to the interests 
of the depositors : — 

(a) Under clause 28, the Central Government may 
direct the Reserve Bank of India to inspect a bank 
and report thereon, if it has any reason to believe 
that the interests of the depositors are in danger or 
that the bank is unable to meet its obligations or 
has made default in complying with any of the 
provisions of the Act or' that an offence under the 
Act is likely to be committed or action is otherwise 
desirable or necessary. , 

( b ) The Government may on receipt of the report, 

(1) prohibit a bank from receiving fresh deposits, 

(2) exclude it from the Second Schedule to the 
Reserve Bank of India Act, or (3) direct the Reserve' 
Bank of India to apply to the Court for winding-up 
the bank. 

(7) Provision of an expeditious proceduie for liquida- 
tion : — 

(a) An application to the Court for suspension of busi- 
ness by a bank which is temporarily unable to meet 
its obligations must be accompanied by the report 
of the Reserve Bank of India that the applicant bank 
will be able to pay its debts and the period of sus- 
pension shall not exceed 3 months in all. (Clause 30.) 

( b ) Under Clause 31, the Court shall order the winding- 
up of a banking company if it is unable to pay its 
debts or if the Reserve Bank of India applies to the 
Court in this behalf on the grounds that the affairs 
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of the company ar e being conducted to the detri- 
ment of the interests of depositors as revealed by 
inspection or that the company has failed to main- 
tain the required percentages of assets under 
clauses IS and 1th A bank is unable to pay its 
debts according to clause ol (2) if it has refused to 
meet any Uwful demand made at any of its omces 
or branches withid 2 working days if such demand 
is. made at a pkice where there is an office, branch 
or agency of the Reserve Bank of India or within 
4 working days if'Su'cn demand is made elsewhere. 

f c \ Sections 3° to 3i> provide for the appointment of the 
Reserve Bank of India as official liquidator of a 
banking company, for the power of the Court to 
dispense with meetings of creditors, and for accept- 
ing the amounts standing in the books of a bank 
to the credit of depositors without further proof. 
Section o7 requires that no bank shall be voluntarily 
wound up unless the Reserve Bank of India certifies 
in writing that the bank is able to pay in full all 
its debts as they accrue. 

(8) Prescription of a special form of balance sheet and 
conferring powers on the Reserve Bank of India to call for 
periodical returns — a special form of balance sheet and 
profit and loss account prescribed for banking companies. 
(Clause 22). It is an improvement on the existing Form F 
and requires, inter aha, assets and liabilities in British 
India and outside British India to be shown separately. 
In addition every banking company is required to submit 
to the Reserve Bank of India a monthly statement of its 
assets and liabilities m British India ; the Reserve Bank 
of India may call for half-yearly statements regarding the 
classification of advances and investments. (Clause 20). 
^Lxexy WnVmg company xs-a’iso required to submit at the 
end of each calendar year a return of deposits unclaimed 
for 10 years. (Clause 2l) The cash reserve returns, sub- 
mitted by non-scheduled banks at present under sec- 
tion 277L of the Indian Companies Act, to the Registrars 
of Companies, are required to be submitted to the Reserve 
Bank of India. (Clause 14). 



